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State and Local Governmental Developments—2009

Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial statements
of state and local governments with an overview of recent economic, industry,
technical, regulatory, and professional developments that may affect the audits
and other engagements they perform. This Audit Risk Alert also can be used
by a government's internal management to address areas of audit concern.
This publication is an other auditing publication, as defined in AU section
150, Generally Accepted Auditing Standards (AICPA, Professional Standards,
vol. 1). Other auditing publications have no authoritative status; however,
they may help the auditor understand and apply the Statements on Auditing
Standards.
If an auditor applies the auditing guidance included in an other auditing publication, he or she should be satisfied that, in his or her judgment, it is both relevant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.
Christopher Cole CPA, CFE, CFF
Technical Manager
Accounting and Auditing Publications
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State and Local Governmental Developments—2009

How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your state
and local governmental audits and also can be used by an entity's internal
management to address areas of audit concern. This alert provides information
to assist you in achieving a more robust understanding of the business, economic, and regulatory environments in which your clients operate. This alert
is an important tool to help you identify the significant risks that may result
in the material misstatement of financial statements and delivers information
about emerging practice issues and current accounting, auditing, and regulatory developments. You should refer to the full text of accounting and auditing
pronouncements as well as the full text of any rules or publications that are
discussed in this alert.
.02 Further, if your state or local government audit is performed under
Government Auditing Standards issued by the Comptroller General of the
United States of America (also referred to as the Yellow Book or generally
accepted government auditing standards [GAGAS]) or Office of Management
and Budget (OMB) Circular A-133, Audits of States, Local Governments, and
Non-Profit Organizations, (referred to as a single audit) you should refer to
AICPA Audit Risk Alert Government Auditing Standards and Circular A-133
Audits—2008 (product no. 022458kk). This alert can be obtained by calling the
AICPA at (888) 777-7077 or visiting www.cpa2biz.com.

Audit Risk
.03 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient appropriate audit evidence. In AU section 312, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1), audit risk is broadly
defined as the risk that the auditor may unknowingly fail to appropriately modify his or her opinion on financial statements that are materially misstated.
At the account balance, class of transactions, relevant assertion, or disclosure
level, audit risk consists of the risk (both inherent risk and control risk) that
the relevant assertions related to balances, classes, or disclosures contain misstatements (whether caused by error or fraud) that could be material to the
financial statements when aggregated with misstatements in other relevant
assertions related to balances, classes, or disclosures and the risk (detection
risk) that the auditor will not detect such misstatements.
.04 The auditor's combined assessment of inherent risk and control risk
is described as the risks of material misstatement. The auditor should use information gathered by performing risk assessment procedures, including the
audit evidence obtained in evaluating the design of controls and determining
whether they have been implemented, as audit evidence to support the risk assessment. The auditor should use the risk assessment to determine the nature,
timing, and extent of further audit procedures to be performed.
.05 As set forth in paragraph .12 of AU section 312, the auditor may reduce audit risk by determining overall responses and designing the nature,
timing, and extent of further audit procedures. Furthermore, paragraph .19 of
AU section 312 explains that the auditor should seek to reduce audit risk at
the individual balance, class, or disclosure level in such a way that will enable
the auditor to express an opinion on the financial statements as a whole at an
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appropriately low level of audit risk. In the context of a governmental audit,
the overall financial statement level would be at the level of the opinion units,
as discussed in paragraph 4.32 of the AICPA Audit and Accounting Guide State
and Local Governments (product no. 012669kk).

Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement
.06 AU section 314, Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement (AICPA, Professional Standards,
vol. 1), establishes requirements and provides guidance about implementing
the second standard of field work, as follows: "The auditor must obtain a sufficient understanding of the entity and its environment, including its internal
control, to assess the risks of material misstatement of the financial statements
whether due to error or fraud, and to design the nature, timing, and extent of
further audit procedures." Obtaining this understanding is further complicated
by the rapidly changing economic environment. In accordance with paragraph
.04 of AU section 314, the auditor's primary consideration is whether the understanding that has been obtained is sufficient to assess risks of material
misstatement of the financial statements and to design and perform further
audit procedures.
.07 The auditor's understanding of the entity and its environment consists
of an understanding of the following:

•
•
•
•
•

Industry, regulatory, and other external factors
Nature of the entity
Objectives and strategies and the related business risks that may
result in a material misstatement of the financial statements
Measurement and review of the entity's financial performance
Internal control, which includes the selection and application of
accounting policies

.08 In addition to appendix A of AU section 314, paragraph 4.56 of AICPA
Audit and Accounting Guide State and Local Governments contains examples
of matters that the auditor may consider in obtaining an understanding of
the entity and its environment relating to the categories previously discussed.
Understanding the effects of the current economic climate on each specific audit
client is a key step in designing the audit plan.
.09 Business risks result from conditions, events, circumstances, actions,
or inactions that could adversely affect the entity's ability to achieve its objectives and execute its strategies. The setting of inappropriate objectives and
strategies also results in business risks. Just as the external environment
changes, the handling of the entity's business also is dynamic, and the entity's
strategies and objectives change over time. An understanding of business risks
increases the likelihood of identifying risks of material misstatement; however,
the auditor does not have a responsibility to identify or assess all business risks.
Most business risks will eventually have financial consequences and, therefore,
an effect on the financial statements; however, not all business risks give rise
to risks of material misstatement.
.10 Additionally, state and local governments may be subject to specific
risks of material misstatement arising from the nature of the business, the
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State and Local Governmental Developments—2009

degree of regulation, or other external forces (for example, political, economic,
social, technical, and competitive forces). After obtaining a sufficient understanding of the entity and its environment, including its internal control, an
auditor should identify and assess the risks of material misstatement at the
financial statement level and at the relevant assertion level related to classes of
transactions, account balances, and disclosures based on that understanding.
In the context of a governmental audit, the overall financial statement level
would be at the level of the opinion units as discussed in paragraph 4.32 of
the AICPA Audit and Accounting Guide State and Local Governments. Understanding and properly addressing, as necessary, the matters presented in this
alert will help you gain a better understanding of your client's environment,
better assess risks of material misstatement of the financial statements, and
strengthen the integrity of your audits.

Economic and Industry Developments
The Current Economic Crisis
.11 When planning and performing audit engagements, an auditor should
understand the economic conditions facing the industry in which the client operates. Economic activities relating to factors such as interest rates, availability
of credit, consumer confidence, overall economic expansion or contraction, inflation, and labor market conditions are likely to have an effect on an entity's
financial statements.
.12 Currently, the U.S. economy continues to experience severe instability. The National Bureau of Economic Research officially declared that, as of
December 2007, the United States slid into a recession. The length of the recession and whether the United States will enter into a depression are yet to
be determined. Some key occurrences that exhibit the gravity of the economic
crisis include the following:

•
•
•
•
•
•
•
•

Federal government intervention in the private sector has increased. Numerous financial institutions and automakers have
received bailouts from the government.
State governments, facing budget shortfalls in the billions of dollars, are looking to the federal government for support.
Millions of households owe more on their mortgages than their
homes are currently worth. The number of residential home foreclosures continues to increase.
The number of jobless claims continues to increase.
U.S. real gross domestic product (GDP), the broadest measure of
economic activity, continues to decrease at an increasing rate.
The financial markets continue to experience instability—historic
lows followed by rallies. In March 2009, the S&P 500 and
Dow Jones Industrial Average reached their 12-year lows, and
NASDAQ closed at its lowest point since October 2002.
The Federal Reserve has continued to decrease the federal funds
interest rate.
The demand for U.S. Treasury bills has increased at a staggering
rate, which drove the interest rate for these Treasury bills to less
than 1 percent in March 2009.
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•

The Treasuries-Over-Euro-Dollar Spread reached 4.63 percent in
October 2008, a historic high, before returning to 1.04 percent in
March 2009.

.13 These key economic indicators further illustrate the severity of the
recessionary period the United States is experiencing.

Key Economic Indicators
.14 The GDP measures output of goods and services by labor and property
within the United States. It increases as the economy grows or decreases as it
slows. According to preliminary estimates of the Bureau of Economic Analysis,
real GDP decreased at an annual rate of 5.7 percent in the first quarter of 2009.
This data indicates a continuation of the slowing of the economy seen in the
fourth quarter of 2008, which experienced a decrease of 6.3 percent.
.15 The unemployment rate continues to rise steadily. In April 2009, the
unemployment rate was 8.9 percent, representing approximately 13.7 million
people. Since April 2008, the number of unemployed persons has increased by
about 6.0 million or 3.9 percentage points.
.16 As of March 2009, the Federal Reserve had decreased the target for the
federal funds rates more than 5.0 percentage points to less than 0.25 percent.
The Federal Reserve noted in its March 18, 2009, press release "that economic
conditions are likely to warrant exceptionally low levels of the federal funds
rate for an extended period."

Government Intervention to Curtail the Economic Crisis
.17 The U.S. government has taken unprecedented actions to prevent worsening economic conditions, including passing the American Recovery and Reinvestment Act (ARRA) in February 2009 and the Emergency Economic Stabilization Act of 2008 (EESA), facilitating the sale of ailing banks and dramatically
increasing the monetary programs available from the Federal Reserve. The
results of these actions have not been fully realized to date.

The American Recovery and Reinvestment Act of 2009
.18 In February 2009, President Obama signed legislation designed to
work hand in hand with the EESA to stimulate the U.S. economy. The ARRA
is designed primarily to combat the rising unemployment trends, put more
money in the hands of consumers, and reduce the likelihood that state and
local governments will need to raise taxes significantly. According to the White
House press release, the legislation will do the following:

•
•
•
•
•
•

Create or save 3.5 million jobs in the next 2 years
Provide direct tax relief to working and middle class families
Double the U.S. renewable energy generating capacity over 3 years
Stimulate private investment in renewable energy through tax
credits and loan guarantees
Invest $150 billion in U.S. infrastructure projects
Provide funds to U.S. state and local governments to support
health and education programs

.19 Many of the provisions of this legislation took effect immediately in
an effort to stimulate consumer spending and boost the economy. The total cost
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of the spending in the ARRA is $787 billion, which is in addition to the $700
billion in the EESA. Many economists are concerned that further financial
support may be necessary before an economic recovery is possible. Additionally, the federal government developed the Web site www.recovery.gov to facilitate a transparent process to ensure accountability for the execution of the
package.
.20 To monitor these funds on behalf of the federal government, a Recovery Act Accountability and Transparency Board has been created to review
management of recovery dollars and provide early warning of problems. The
seven member board includes Inspectors General and federal Deputy Cabinet
secretaries. The Government Accountability Office (GAO) and the Inspectors
General are provided additional funds and access for reviews of the acts funds
and spending. The board is responsible for coordinating and conducting oversight of federal spending under the ARRA including, but not limited to, the
following:

•

Ensuring that funds are awarded and distributed in a prompt,
fair, and reasonable manner

•

The recipients and uses of all funds are transparent to the public,
and the public benefits of these funds are reported clearly, accurately, and in a timely manner

•

Funds are used for authorized purposes, and instances of fraud,
waste, error, and abuse are mitigated

•

Projects funded under the ARRA avoid unnecessary delays and
cost overruns

•

Program goals are achieved, including specific program outcomes
and improved results on broader economic indicators

.21 OMB will provide a supportive role to the board.
.22 OMB has published implementation guidance to the federal agencies on how they should carry out programs and activities enacted by the
ARRA. The issuance of this guidance is happening on an as-needed basis;
please check www.recovery.gov and www.whitehouse.gov/omb/recovery_default/
for current guidance. On April 3, 2009, OMB published implementation guidance for the ARRA. This is the second installment of detailed governmentwide guidance for carrying out programs and activities enacted in the ARRA
(Updated Implementing Guidance for the American Recovery and Reinvestment Act of 2009, M-09-15). This updated guidance supplements, amends,
and clarifies the initial guidance issued by OMB on February 18, 2009 (Initial Implementing Guidance for the American Recovery and Reinvestment Act
of 2009, M-09-10). Updates to the guidance are based on ongoing input received
from the public, Congress, state and local government officials, grant and contract recipients, and federal personnel. The initial ARRA implementation guidance can be found at www.whitehouse.gov/omb/assets/memoranda_fy2009/m0910.pdf, and the supplementary ARRA implementation guidance can be found
at www.whitehouse.gov/omb/assets/memoranda_fy2009/m09-15.pdf. Questions
and feedback about this memorandum or the guidance document can be addressed to recovery@omb.eop.gov and should have the term guidance feedback
in the title of the email. OMB will issue a subsequent memorandum clarifying
any updates to the guidance based on feedback received.
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ARRA Compliance Requirements
.23 For state and local governments, many new compliance requirements
exist in the ARRA related to the receipt and use of funds. As required by Section
1512 of the ARRA, each recipient of federal funds under the ARRA must report
the following information 10 days after each calendar quarter, beginning on
July 10, 2009:

•
•

The total amount of recovery funds received from each federal
agency.

•

A detailed list of all projects or activities for which recovery funds
were obligated and expended, including the following:

The amount of recovery funds received that were obligated (encumbered) and expended to projects or activities. This reporting
will also include unobligated federal allotment balances to facilitate reconciliations.

—

The name of the project or activity

—

A description of the project or activity

—

An evaluation of the project status of the project or
activity

—

An estimate of the number of jobs created and the number
of jobs created and retained by the project or activity

•

For infrastructure investments made by state and local governments, the purpose, total cost, justification for use of ARRA funds,
and the name of a contact person

•

Detailed information on any subcontracts or subgrants awarded
by the recipient, including the data elements required to comply
with the Federal Funding Accountability and Transparency Act
of 2006 (P.L. 109-282), allowing aggregate reporting on awards
below $25,000 or to individuals.

.24 Readers should monitor the OMB Web site, www.whitehouse.gov/omb/,
for further developments. For purposes of financial statement audits of state
and local governments expending ARRA funds and subject to new compliance
requirements, auditors should keep in mind that AU section 317, Illegal Acts by
Clients (AICPA, Professional Standards, vol. 1), requires auditors to plan and
perform the audit to obtain reasonable assurance about whether the financial
statements are free of misstatements arising from illegal acts that have a direct and material affect on the determination of financial statement amounts.
Chapter 4 of the AICPA Audit and Accounting Guide State and Local Governments further discusses the auditor's responsibilities under AU section 317
relating to financial statement compliance requirements. Certainly there will
also be audit implications for single audits of entities expending ARRA funds.
Readers should refer to the AICPA Governmental Audit Quality Center Web
site, www.aicpa.org/GAQC, and the 2009 Audit Risk Alert Government Auditing Standards and Circular A-133 Audits, which is expected to be issued later
this summer.

Other Government Intervention
.25 The EESA was signed into law in October 2008. As stated in Section
2 of the EESA bill, it "provide[s] authority and facilities that the Secretary of
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the Treasury can use to restore liquidity and stability to the financial system
of the United States" to ensure the economic well-being of Americans. Primary
components of the EESA bill include the following:

•
•
•
•
•
•
•

An allocation of $700 billion to stabilize the U.S. financial system
The creation of an oversight board, executive compensation rules,
and other corporate governance rules for any entities that receive
government aid
An increase of the statutory limit on public debt from $10.0 trillion
to $11.3 trillion
A temporary increase of Federal Deposit Insurance Corporation
insurance limits
The creation of a tax modification for Fannie Mae and Freddie Mac
stock losses
The restatement of the Securities and Exchange Commission's
(SEC's) authority to suspend the application of Financial Accounting Standards Board (FASB) Statement No. 157, Fair Value Measurements, which is codified at FASB Accounting Standards Codification (ASC) 820, Fair Value Measurements and Disclosures
The requirement of the SEC to conduct a study on the impact of
FASB Statement No. 1571

.26 The EESA authorized the U.S. Treasury to create the Troubled Assets Relief Program (TARP), the original intent of which was to use $700 billion to purchase illiquid mortgage assets from banks. As part of TARP, the
Capital Purchase Program (CPP) was intended to inject $250 billion of capital into banks. Half of the CPP funds were distributed to nine of the largest
financial institutions in the nation, which held approximately 55 percent of
U.S. banking assets. The other half of the funds were allocated for smaller
financial institutions. The clear intent of the CPP was for the participating
banks to increase lending; however, many question if the banks have responded
accordingly.
.27 In addition to bailout funds targeting financial institutions, a $17.4 billion rescue package for the U.S. automakers was issued in December 2008. The
first $13.4 billion was lent to the automakers immediately, and the remaining
$4 billion was lent in subsequent months. The U.S. government will continue to
work directly with automakers and also will receive nonvoting warrants from
automakers that accept taxpayer funding.
.28 The complete effects of the ARRA, as well as the other government
interventions, will take time to be felt throughout the economy; however, the
primary goal is to increase market confidence and liquidity.

The State of the States’ Economy
.29 The Nelson A. Rockefeller Institute of Government (institute) publishes frequent updates on state fiscal conditions. The institute's State Revenue
Report, dated April 2009, focuses on concerns over a recessionary economy and
the likely impact on state government finances and includes the following highlights based on U.S. Census Bureau data:
1
For the full text of the Securities and Exchange Commission report, visit www.sec.gov/news/
studies/2008/marktomarket123008.pdf.
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•

State tax revenues for the fourth quarter of 2008, after adjusting
for inflation, legislative changes, and known anomalies, declined
in 41 states.

•

In the final quarter of 2008, total state revenues showed a decline
at an overall rate of 4 percent, representing declines in sales tax
revenues of 6.1 percent and income tax revenues of 1.1 percent.

•

A rise in local property tax collections of 4.6 percent in fourth
quarter 2008 was offset by a decrease in sales tax revenues, posting
an overall 3.2 percent increase.

•

The decline in state revenues is continuing in 2009 with preliminary figures showing a 12 percent decrease as weakening conditions in the economy are reflected in major losses for sales and
income taxes relative to a year earlier.

•

States can expect personal income tax collections in April to show
substantial decreases as a result of the economic downturn in
2008.

.30 The report concludes by pointing out that the overall economy has
continued to decline and tax revenues, which lag behind the trend of the
economy, will likely follow suit. The full text of this report can be found
at www.rockinst.org/pdf/government_finance/state_revenue_report/2009-04-14(75)-state_revenue_report_sales_tax_decline.pdf.

Local Government Bankruptcies
.31 As a result of declining property tax revenues, contractual salary increases, and unfunded pension obligations, in May 2008, the City of Vallejo,
California filed for bankruptcy protection under Chapter 9, Adjustment of Debts
of a Municipality, of title 11 of the United States Code (see the discussion of
the Government Accounting Standards Board [GASB] project on Chapter 9 in
the "On the Horizon" section of this alert). The city determined that after large
current and larger projected budget deficits, it would be unable to honor existing union contracts and debt obligations to city employees. The city has asked
the court to modify the terms of these agreements.
.32 The purpose of Chapter 9 is to provide a financially-distressed municipality protection from its creditors while it develops and negotiates a plan
for adjusting its debts. Reorganization of the debts of a municipality is typically accomplished either by extending debt maturities, reducing the amount
of principal or interest, or refinancing the debt by obtaining a new loan. Although similar to other chapters, in some respects, Chapter 9 is significantly
different in that there is no provision in the law for liquidation of the assets of
the municipality and distribution of the proceeds to creditors.
.33 Only a "municipality" may file for relief under Chapter 9. The term
municipality is defined in title 11 of the U.S. Code as a "political subdivision
or public agency or instrumentality of a State." The definition is broad enough
to include cities, counties, townships, school districts, and public improvement
districts. It also includes revenue-producing bodies that provide services which
are paid for by users rather than by general taxes, such as bridge authorities,
highway authorities, and gas authorities. States are not eligible to file under
Chapter 9. Also, some states restrict or prohibit bankruptcy filings by municipalities.
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.34 Municipal bankruptcy filings are a rare occurrence when compared to
other types of bankruptcies. Of more than 55,000 municipal entities, less than
600 have filed under Chapter 9 since 1937. By comparison, in 2008, there were
744,424 filings under Chapter 7 and 10,160 filings under Chapter 11, of which
30,035 and 9,272, respectively, were business filings.
.35 If the City of Vallejo is successful in restructuring its contracts with
the unions representing public employees and the court permits its debt obligations to be restructured, there will be a variety of results. The short-term
impact is that the city will be relieved of its unfunded obligations for pensions and other postemployment benefits (OPEB) and significantly reduce future payroll related expenses. The long-term impact may be that the city finds
itself unable to fill employment vacancies or to borrow money for future capital projects such as building bridges, roads, sewers, or other large scale public
projects.
.36 The outcome of this case will be of special interest to other municipalities struggling with huge unfunded pension and OPEB obligations and
shrinking revenues and their auditors. See the "Accounting Issues and Developments" section of this alert for a discussion of GASB Statement No. 56,
Codification of Accounting and Financial Reporting Guidance Contained in
the AICPA Statements on Auditing Standards, which includes additional going
concern considerations and requirements for governments.

Municipal Securities and Challenges in the Municipal Market
.37 In 2008, nearly $453 billion of municipal bonds and notes were sold
to support a variety of public purposes. Additionally, over 10 million municipal
trades occurred representing over $5.5 trillion in transactions during 2008.
With approximately $2.7 trillion in principal value of securities outstanding
and over 50,000 issuers, the municipal market continues to play a vital role in
the U.S. economy.
.38 Beginning in late 2007 and throughout 2008, the municipal market
experienced several dislocations related to the subprime mortgage crisis and
associated turmoil in the credit markets. These included the downgrading of
municipal bond insurers and the collapse of the municipal auction rate securities market.
.39 For many years, the credit enhancement provided by AAA-rated bond
insurers was a prominent feature of the municipal securities market. As of
the beginning of 2008, approximately 50 percent of all long-term municipal
bonds were insured. However, credit rating agencies extensively downgraded
bond insurers during 2008, primarily as a result of their exposure to subprime mortgage products. Hundreds of thousands of outstanding insured municipal bonds were affected by these downgrades. Use of bond insurance on
new issues—something that, in previous years, had been used to help sell
about half of all new issues—was used on only 18 percent of new issues during
2008.
.40 Another exceptional event during 2008 was the collapse in the $200
billion market for municipal auction rate securities (ARS). Prior to 2008, municipal auctions for these securities rarely failed. As the subprime mortgage
crisis took hold and concerns over the credit quality of the bond insurance
used on most ARS increased, auctions began to fail early in the year. Investor
confidence in the auction process waned, which in turn, led to more auction
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failures and the collapse of the ARS market. All but about $78 billion in municipal ARS has now been restructured. However, for those ARS remaining
outstanding, most auctions continue to fail, making the securities essentially
illiquid.
.41 General conditions in the municipal securities market have improved
since the most extreme dislocations and liquidity shortages that occurred in
the last quarter of 2008. Attracted by the higher yields, retail demand (particularly for high-grade credits) has been strong and has compensated for the loss
of demand by many traditional institutional and leveraged accounts. Notwithstanding this general improvement, imbalances in supply and demand and
illiquidity problems remain in certain segments areas of the market as of the
early months of 2009. This is particularly true for lower rated issues and securities in certain market sectors such as housing.

The Credit Crisis and Its Potential Impact on
Local Government Credit Ratings
.42 Local governments were put on notice in a recent report, Impact of the
Credit Crisis and Recession on Local Governments, from the U.S. Public Finance
division of Moody's Investors Service. The credit experts at Moody's believe that
with the U.S. economic recession intensifying, and the continuing credit crisis
limiting access to the credit markets, many local governments will face difficult
fiscal choices, and some potentially may experience material stress over the
next few years. The downturn in real estate values has heightened the general
economy's impact on municipal governments' budgets, especially in local governments with a heavy reliance on property tax revenues. Moody's concludes
that with the recession now appearing to have spread to most regions and
sectors of the economy, few local governments will escape the difficult choice
between raising taxes in the face of local economic stress and cutting services
to balance their budgets. However, Moody's expects that the majority of municipalities will manage successfully through this period with a combination of
spending cuts and revenue enhancement plans.
.43 The report concludes that although most municipalities have a reasonable degree of fiscal flexibility and demonstrated an ability to adapt to economic
and fiscal cycles in the past, this recession is likely to be deeper and longer lasting than recent ones. As a result, Moody's said it expects that there will be
a higher number of negative rating actions taken than in other recessions of
the past 40 years, as some issuers experience disproportionate levels of stress
that materially affect creditworthiness. The credit rating agency has said that
its ratings actions will focus on municipal governments that experience higher
levels of financial stress than comparably rated peers, and that additional downward rating pressure could result if this economic downturn proves exceedingly
deep.
.44 Local governments with strong management teams, diverse revenue
sources, predictable borrowing costs, and sound liquidity and reserves are expected to fare better than those without these characteristics and conditions.
According to Moody's, generally speaking, the local government leadership's
willingness to make necessary adjustments will be a key factor in maintaining
that government's credit rating. For example, a municipality's failure to adjust
its budget in a timely fashion could be considered a clear indicator of weak
fiscal management and could place significant downward pressure on its credit
rating.
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.45 Auditors should consider whether a risk exists that the government's
credit rating could be lowered and, if so, obtain an understanding of the effects
that a reduced credit rating would have on the government's ability to fund its
operations, or if a reduced rating would affect the government's outstanding
debt obligations.

Tax Exempt Debt Issues
.46 The current credit environment has affected the market for debt securities. Although all debt securities may be affected, particular issues affect
municipalities, states, cities, and other governments (such as redevelopment
agencies, school districts, public universities, airports, and seaports) issuing
tax exempt debt. Some examples of these tax exempt debt securities are ARSs
and variable rate demand obligations (VRDOs).
.47 Although each situation is different and should be evaluated based on
its own specific facts and circumstances, the current situation may raise various
accounting and auditing issues pertaining to tax exempt debt including, but not
limited to, the following:

•
•
•
•

Bond restructurings

•
•

Subsequent event disclosures

Derivative and hedge accounting implications
Potential violation of debt covenants
Classification of the debt on the balance sheet as either a current
or noncurrent liability

Going concern issues

.48 For further information, refer to a nonauthoritative article that the
AICPA has posted to its Web site, authored by an ad hoc group of AICPA
members, Tax-Exempt Bonds—Accounting and Auditing Considerations in the
Current Environment. The article can be accessed at www.aicpa.org/download/
acctstd/ARS_article14.pdf.

Postemployment Benefits Other Than Pensions,
Including Retiree Health Care
.49 Costs for postemployment benefits other than pensions, including retiree health care, continue to be an economic issue of major concern for most
state and local governments. In its report, Promises with a Price, the Pew Charitable Trusts conservatively estimated that state governments will spend approximately $2.73 trillion on pensions, health care, and other postemployment
benefits during the next 30 years, of which $381 billion is the price tag for
retiree health care and other nonpension benefits. The report cites 8 states
whose unfunded actuarial liability for OPEB is greater than its unfunded actuarial liability for its pension plans. The reports indicate that in the state of
California alone, annual state and local government retiree health care costs
were $4 billion in 2006 and are expected to escalate to $10 billion in 2012
and $27 billion in 2019. With people living longer, the rising cost of health
care, and few governments funding these costs as incurred through irrevocable
trusts, the unfunded liabilities are likely to grow at an ever-increasing pace.
The Pew report is available at www.pewcenteronthestates.org/uploadedfiles/
Promises%20with%20a%20Price.pdf.
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.50 As the required implementation dates for GASB Statement No. 43,
Financial Reporting for Postemployment Benefit Plans Other Than Pension
Plans, and GASB Statement No. 45, Accounting and Financial Reporting by
Employers for Postemployment Benefits Other Than Pensions, have arrived for
some and are approaching for others, the focus on OPEB, including retiree
health benefits for state and local government employees has been increasing. Because many governments previously have not measured or disclosed
in their financial statements their obligations to pay OPEB costs, the media,
the bond market, and state and local government legislative bodies are starting to focus on the potentially significant sum of those obligations, sometimes
in the billions of dollars for an individual state. In addition, a government
that does not manage its OPEB liability on a go-forward basis, especially the
growth in its liability, could find itself explaining its OPEB and funding policies or lack of a funding policy to credit rating agencies when issuing bonded
debt.
.51 Public employee unions and retirement benefit administrators across
the country are concerned that a change from the pay-as-you-go accounting approach might lead to a reduction in benefits. Many predict significant changes
in OPEB as governing bodies become better informed through actuarial or similar valuations about the amount of the obligations and the effects of not managing them. Some governments have formed task forces to help them identify solutions. Auditors might consider working with the actuarial firms retained by the auditee or, if necessary, retaining actuarial specialists to evaluate
auditee valuations; at the same time, auditors might also consider preparing
themselves to answer their auditees' questions about managing those obligations.
.52 Common solutions that have been discussed for managing the OPEB
obligation and its growth include restricting new entrants into the plan, raising the employee cost share, lengthening the vesting period, restricting ad hoc
benefit increases, and converting a defined benefit plan to a defined contribution plan. Another common solution is to begin to advance-fund the obligation
as normally is done with pension obligations, which is a long-term solution
that will take years with a well-managed funding program to fully fund the
accrued liability. Some governments may even consider discontinuing or reducing benefits for current and retired employees, although that may not be
possible because of legal, contractual, or other restraints. Whichever solutions
are chosen by the entity, they likely will be difficult to implement.
.53 A recent study and report by the GAO looked into both the current
status of state and local government retiree benefit structures and the fiscal
outlook for funding their future costs. The report noted that a heightened sense
of concern has been raised questioning whether state and local governments
offering such benefits will be able to continue to provide the current level of
benefits to retirees in the future.
.54 State and local government employees make up approximately 12 percent of the nation's workforce and are generally provided retiree benefits in
two components: pensions and retiree health care. The GAO report found that
significant differences existed between how these two benefit components were
structured, managed, and funded.
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Differences Between Pension and Retiree Health Care Systems
Pensions

Retiree Health Care

How
Structured

Mostly as a defined
benefit based on a
formula; once accrued,
cannot be diminished

Varied sharing of premium
costs between the
government and retiree;
benefit plans can change
for current and future
retirees

How Managed

As trusts, with board of
trustees oversight

As operating expenses
managed with other
employee benefits

How Funded

Prefunded, with monies
set aside and invested

Pay-as-you-go funded, with
annual operating funds
used as costs are required
to be paid

.55 The GAO study results simulated the outlook for the state and local
government sector as a whole and concluded that
1. estimated future pension costs (currently about 9 percent of employee pay) would require an increase in annual government contribution rates of less than 0.5 percent; and
2. estimated future retiree health care costs (currently about 2 percent
of employee pay) would more than double by the year 2050 if they
continue to be funded on a pay-as-you-go basis.
.56 The GAO did recognize the sensitivity of its estimates to assumed rates
of return and projected inflation rates; however, it also recognized that if rates
of return were to fall below historical averages, the funding requirement could
become even higher. The GAO report concluded that although state and local
governments have strategies to manage future pension costs, similar strategies
were not in place to manage the escalating costs of retiree health care. The GAO
suggested that in future debates on retiree benefits, policy makers, voters, and
beneficiaries will need to decide how to control costs, the appropriate level of
benefits, and who should pay the costs.
.57 The entire GAO report is available from the GAO Web site as report
no. GAO-07-1156 at www.gao.gov.

Securities Lending Losses
.58 Many governments have invested the collateral received under a securities lending agreement. The values of many of these investments have been
affected by the general downturn of the economy. These governments may have
lost enough market value on the collateral so that they may be unable to terminate the security lending liability without using the government's own cash
and investments.
.59 The economy has highlighted a common misunderstanding in applying
generally accepted accounting principles (GAAP) to securities lending transactions. Most entities understand the concepts of when and how to record the
transactions. However, many entities have not booked the adjustments to value
the collateral at fair market value.
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.60 Accounting for securities lending transactions is outlined in GASB
Statement No. 28, Accounting and Financial Reporting for Securities Lending
Transactions. This standard addresses the accounting and disclosures for securities lent to the broker, the collateral received from the broker, and costs
related to these types of transactions.
.61 The securities lent to the broker should be recorded as an asset on
the statement of net assets. The government frequently retains ownership
of the original securities lent to the broker. These securities will be returned
at the termination of the agreement. The government would value these securities using the guidance outlined in GASB Statement No. 31, Accounting and
Financial Reporting for Certain Investment and for External Investment Pools.
This statement generally requires reporting investments at fair value.
.62 The collateral received from the broker requires careful analysis to
understand which party is bearing the risk of loss on the collateral. Risk of loss
on the collateral is characterized in GASB Statement No. 28 by analyzing the
following government's factors:

•
•

The ability to pledge (that is, promise) the collateral to others
without the broker's default
The ability to sell the collateral without the broker's default

.63 Stated more plainly, unless the broker agrees to maintain the risk of
loss on the collateral, the government has the risk of loss. The following factors
could indicate that the broker has retained the risk of loss:

•
•
•

An explicit statement in the agreement
The government's inability to change the nature of the collateral
(that is, sell securities for cash, buy securities with the cash)
If the collateral lost 100 percent of its value, the government would
not be liable to pay back the collateral

.64 Under GASB Statement No. 28, collateral is not recorded as an asset
on the government's statement of net assets if the broker maintains the risk
of loss. In addition, the corresponding liability would not exist. If the government has assumed the risk of loss, the government would originally record an
asset at fair value upon receipt of collateral and a liability for the amount owed
to the broker at the termination of the agreement. The asset booked may be
uninvested cash collateral or investments received as collateral or purchased
with cash collateral. Investment should be measured according to GASB Statement No. 31, generally measured at fair value. Fair value changes should be
reported in investment income. The amount of the corresponding liability (the
obligation to return the collateral) would remain the amount due to the broker
at termination of the agreement.
.65 It is important for governments participating in external and internal
investment pools and their auditors to gain a thorough understanding of the
valuation methodology that these pools apply to its investments, the underlying
risks involved with each investment type, and the likelihood that the value of
the investments will be impaired.

Electronic Commerce and Privacy of Data Concerns
.66 In September 2006 American Express, Discover Financial Services,
JCB, MasterCard Worldwide, and Visa International jointly announced the
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formation of the PCI Security Standards Council, which is designed to manage
the ongoing evolution of the Payment Card Industry (PCI) Data Security Standard (DSS). PCI DSS focuses on improving payment account security throughout the transaction process with the goal of enhancing protection against data
theft and fraud.
.67 The PCI DSS is a multifaceted security standard that includes requirements for security management, policies, procedures, network architecture, software design, and other critical protective measures. This comprehensive standard is intended to help organizations proactively protect customer
account data. The core of the PCI DSS is a group of principles and accompanying requirements, around which the specific elements of the DSS are organized:

•

•

•

•

•

•

Build and maintain a secure network
—

Requirement 1: Install and maintain a firewall configuration to protect cardholder data

—

Requirement 2: Do not use vendor-supplied defaults for
system passwords and other security parameters

Protect cardholder data
—

Requirement 3: Protect stored cardholder data

—

Requirement 4: Encrypt transmission of cardholder data
across open, public networks

Maintain a vulnerability management program
—

Requirement 5: Use and regularly update anti-virus software

—

Requirement 6: Develop and maintain secure systems
and applications

Implement strong access control measures
—

Requirement 7: Restrict access to cardholder data by
business need-to-know

—

Requirement 8: Assign a unique ID to each person with
computer access

—

Requirement 9: Restrict physical access to cardholder
data

Regularly monitor and test networks
—

Requirement 10: Track and monitor all access to network
resources and cardholder data

—

Requirement 11: Regularly test security systems and processes

Maintain an information security policy
—

Requirement 12: Maintain a policy that addresses information security

.68 These requirements extend beyond credit card processing to organizational data security and privacy controls. Qualified security assessors (QSAs)
and approved scanning vendors (ASVs) are companies regulated by the PCI
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Security Standards Council, which monitor and assist governments and merchants with PCI DSS implementation. The volume of transactions processed
determines the frequency of the required QSA and ASV certification. Compliance must be updated at least annually, and testing needs to occur at least
quarterly or with any major system change.
.69 When PCI DSS is fully implemented by the credit card brands, lack
of a PCI certification would prevent the government from collecting revenues
electronically. At this point, there is no fixed timetable for governments to initially comply with PCI DSS. The timeframe for compliance varies by the payment card brands (for example, American Express). Many of the brands have
already implemented deadlines for compliance, but each payment card brand
may have a different deadline. Additional information about PCI DSS can be
found at www.pcisecuritystandards.org.

Legislative and Regulatory Developments
Municipal Securities Rulemaking Board Activity
.70 The Municipal Securities Rulemaking Board (MSRB), which develops
rules for brokers, dealers, and banks engaged in underwriting, trading, and
selling municipal securities, protects investors and ensures the integrity of
the municipal market. The MSRB also operates information systems designed
to promote transaction price transparency and access to municipal securities
issuer disclosure documents.

Electronic Municipal Market Access
.71 One of the MSRB's top initiatives over the last year has been the development of its Electronic Municipal Market Access (EMMA) Web site, which
provides improved disclosure and price transparency in the municipal market. Official statements and advance refunding documents for municipal bonds,
real-time and historical trade data, interest rates and auction results for municipal auction rate securities, interest rates for variable rate demand obligations,
daily market statistics, and educational material about municipal bonds are
all available for free on EMMA (www.emma.msrb.org). The EMMA Web site is
designed for use by individual investors but is also available to auditors, institutional investors, and municipal issuers so that any user easily can obtain
free municipal securities disclosure documents from a single source.
.72 The data on the EMMA Web site comes from a number of sources. The
MSRB collects primary market information and trade data for EMMA from
underwriters and their agents. Beginning July 1, 2009, the MSRB will collect
continuing disclosure documents from municipal issuers around the country
and post them for public availability within 15 minutes of receipt. The addition
of these documents, and their availability to the public through EMMA, will
create a complete repository of municipal bond disclosure documentation in a
single location that is free and accessible 24-hours a day.
Continuing Disclosure
.73 Another phase of EMMA's development incorporates continuing disclosure documents provided by issuers into the integrated document display on
EMMA. In December 2008 the SEC approved a proposal from the MSRB, which
amends SEC Rule 15c2-12 (Title 17 CFR 240.15c2-12) to allow the expansion
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of EMMA to include these documents and to make the MSRB the central and
only filing venue for these documents, replacing existing document depositories
(that is, Nationally Recognized Municipal Securities Information Repositories
and State Information Depositories). The change, effective July 1, 2009, has
broad industry support because EMMA will provide a far more efficient and
cost-effective system of document collection and dissemination. The MSRB is
currently creating the necessary framework for issuers and their agents to submit continuing disclosure documents to EMMA in an all-electronic format and
working to educate them about the process. Further information is available at
www.msrb.org. Also, see chapter 16 of the AICPA Audit and Accounting Guide
State and Local Governments for additional information about auditor association with municipal securities filings.
Other EMMA Features
.74 EMMA contains an extensive education center that provides indepth information to help investors learn about the municipal bond market and better understand disclosure and trade price information provided
through EMMA. Investors of all types, from beginners to those with advanced
knowledge, can find useful information in the education center and through
EMMA's Frequently Asked Questions (FAQ) section. The education center
also includes the MSRB's industry-standard glossary of municipal securities
terms.

Short-Term Obligation Rate Transparency System
.75 In 2009, the MSRB implemented its Short-Term Obligation Rate
Transparency (SHORT) system to increase transparency of municipal ARS and
VRDOs. The SHORT system is the first centralized system for collection and
dissemination of critical market information about ARS and VRDO. Information collected by the SHORT system is made available to the public, free of
charge, on the MSRB's EMMA Web site.
.76 The SHORT system will be implemented in phases. The first phase
collects and disseminates interest rate and descriptive information about ARS
and VRDO. On January 30, 2009, the SHORT system became operational for
ARS and, on April 1, 2009, for VRDO. This "interest rate information" allows
market participants to compare ARS and VRDO across issues and track current
interest rates. Included in this information is the current interest rate, the
length of the interest rate reset period, as well as characteristics of the security
such as the identities of broker-dealers associated with the operation of the
securities. This system is a useful tool for both auditors and their clients to
evaluate, assess, and value relevant securities.
.77 Later phases of this initiative to increase transparency of ARS and
VRDO include the collection and dissemination of ARS bidding information.
This information will allow market participants to obtain important information about the liquidity of an ARS and greater granularity into the results of
the auction process. In addition, the MSRB plans to collect ARS documents
that describe auction procedures and interest rate setting mechanisms as well
as VRDO documents that describe the provisions of liquidity facilities, such
as letters of credit and standby bond purchase agreements. More information
about the SHORT system is available at www.msrb.org/msrb1/whatsnew/200849.asp.
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Bank Tying
.78 On August 14, 2008, the MSRB issued Notice 2008-34, Notice on Bank
Tying Arrangements, Underpricing of Credit and Rule G-17 on Fair Dealing. In
2008, there was a major increase in demand for bank letters of credit and bank
liquidity facilities by state and local government issuers of VRDOs. Some issuers of outstanding VRDOs were seeking to substitute letters of credit for bond
insurance provided by downgraded monoline insurers. Other issuers were seeking to issue VRDOs to refund auction rate securities after auctions began to fail.
The MSRB was concerned that, as a result of this increase in demand for letters of credit and liquidity facilities (bank facilities), some banks might consider
proposing to issuers that they would receive a bank facility if their securities
affiliates were selected as underwriters or remarketing agents for the issuer's
VRDOs. There was also concern that banks might offer to price bank facilities
on below market terms in return for underwriting or remarketing business for
their securities affiliates. Notice 2008-34 reminded bank-affiliated dealers that
there are federal prohibitions on such tying or underpricing arrangements, and
that a dealer who aids or abets such arrangements would also violate MSRB
Rule G-17, Conduct of Municipal Securities Activities. The full text of the notice
is available at www.msrb.org/msrb1/archive/2008/2008-34.asp.

Restrictions Related to Political Contributions
.79 MSRB Rule G-37, Political Contributions and Prohibitions on Municipal Securities Business, prohibits any dealer from engaging in municipal
securities business with an issuer within two years after any contribution to
an official of such issuer is made by (1) the dealer; (2) any municipal finance
professional associated with such dealer; or (3) any political action committee
controlled by the dealer or any municipal finance professional. If a municipal
finance professional makes a political contribution to an issuer official for whom
he is not entitled to vote, the dealer is prohibited from engaging in municipal
securities business with that issuer for two years.
.80 The only exception to Rule G-37's absolute prohibition on municipal
securities business is for certain contributions made to issuer officials by municipal finance professionals. Contributions by such persons to officials of issuers
do not invoke application of the prohibition on business if (1) the municipal
finance professional is entitled to vote for such official, and (2) contributions by
such municipal finance professional do not exceed, in total, $250 to each official,
per election.
.81 Recently, the MSRB has undertaken a full review of Rule G-37, including whether or not Rule G-37 should include certain prohibitions on or require
certain disclosures of bond ballot campaign contributions. The full text of Rule
G-37 can be found at www.msrb.org/msrb1/rules/ruleg37.htm.

New IRS Regulation on Required Withholding
.82 IRS Proposed Regulations REG-158747-06 were published in the Federal Register on December 5, 2008 for new IRC subsection 3402(t). This subsection, created by the Tax Increase Prevention and Reconciliation Act of 2005,
originally required that payments by governmental entities for goods or services
after December 31, 2010, are subject to 3 percent income tax withholding, with
some exceptions. The implementation date has now been changed by the ARRA
and applied to payments after December 31, 2011. Although this proposed
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regulation will not affect audits in 2009, auditors may want to bring the issue to the attention of their clients.
.83 These new withholding requirements would apply to payments greater
than $10,000 made by

•
•
•

the entire U.S. government, including all federal agencies, the executive branch, the legislative branch, and the judicial branch.
all states, including the District of Columbia (but not including
Indian tribal governments).
all political subdivisions of a state government or every instrumentality of such subdivisions unless the instrumentality makes
annual payments for property or services of less than $100 million.

.84 Generally, withholding would be required on all payments to all persons providing property or services to the government, including individuals,
trusts, estates, partnerships, associations, and corporations. Withholding would
occur at the time of payment and applies to payment in any form (cash, check,
credit card, or payment card). If the government entity fails to withhold the tax
required under Section 3402(t), it becomes liable for the payment of the tax.
.85 The proposed regulations provide the following exceptions from the
withholding requirements:

•
•
•
•
•
•
•
•

Payments otherwise subject to withholding, such as wages.

•

Public assistance payments made on the basis of need or income.
However, assistance programs based solely on age, such as Medicare, are subject to the requirements.

•

Payments to employees in connection with service, such as retirement plan contributions, fringe benefits, and expense reimbursements under an accountable plan.

•
•
•

Payments received by nonresident aliens and foreign corporations.

Payments for retirement benefits, unemployment compensation,
or social security.
Payments subject to backup withholding, if the required backup
withholding is actually performed.
Payments for real property.
Payment of interest.
Payments to other government entities, foreign governments, tax
exempt organizations, or Indian tribes.
Payments made under confidential or classified contracts, as described in IRC 6050M(e)(3).
Payments made by a political subdivision of a state or instrumentalities of a political subdivision of a state that make annual payments for property of services of less than $100 million.

Payments made by Indian tribal governments.
Payments in emergency or disaster situations.

.86 For more details, please see the proposed regulations, which
can be accessed at www.regulations.gov/fdmspublic/component/main?main=
DocumentDetail&o=09000064807ce036.
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”Red Flags” Rule
.87 In October 2007 the Federal Trade Commission (FTC) issued the "Red
Flags" rule for financial institutions and creditors to fight identity theft. The
rule sets out how certain businesses and organizations must develop, implement, and administer their identity theft prevention programs. These programs
must include the following four basic elements, which together, create a framework to address the threat of identity theft.
1. The program must include reasonable policies and procedures to
identify the "red flags" of identity theft that may arise in the dayto-day operation of your business. Red flags are suspicious patterns
or practices or specific activities that indicate the possibility of identity theft. For example, if a customer has to provide some form of
identification to open an account with an entity, an ID that looks
like it might be fictitious would be a "red flag."
2. The program must be designed to detect the red flags that have
been identified. For example, if an entity has identified fake IDs as
a red flag, it must have procedures in place to detect possible fake,
forged, or altered identification.
3. The program must spell out appropriate actions to take when red
flags are detected.
4. The program must address how the program will be reevaluated
periodically to reflect new risks from this crime because identity
theft is an ever-changing threat.
.88 The program must state who is responsible for implementing and administering it effectively. Because employees have a role to play in preventing
and detecting identity theft, the program also must include appropriate staff
training. The program also must address the manner in which contractors will
be monitored when outsourcing or subcontracting functions of operations that
would be covered by the rule.
.89 The Red Flags rule applies to financial institutions and creditors. The
rule requires a periodic risk assessment to determine if the entity has covered
accounts. A written program needs to be in place only if the entity has covered
accounts. It is important to look closely at how the rule defines financial institution and creditor because the terms apply to groups that typically might
not use those words to describe themselves. For example, many not-for-profit
entities and government agencies are creditors under the rule.
.90 Governments need to implement the Red Flags rule if they defer payment for goods or services. An example would be payment plans for taxes due
or student loans for public institutions of higher education. Because of their
creditor status in these situations, the Red Flags rule applies.
.91 The FTC suspended enforcement of the new Red Flags rule until May
1, 2009, to give creditors and financial institutions additional time in which
to develop and implement written identity theft prevention programs. This
deferral by the FTC does not affect other federal agencies' enforcement of the
original November 1, 2008, deadline for institutions subject to their oversight
to be in compliance.
.92 More information and a document outlining specific requirements of
the Red Flags rule can be found at http://ftc.gov/redflagsrule.
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New Guidance Issued on Public Housing Agencies
Completion of the Financial Data Schedule and
Related Auditor Reporting
.93 In December 2008, the U.S. Department of Housing and Urban Development (HUD) issued guidance titled, Revised SAS 29 Audited Submission
Procedure for Public Housing Agencies (PHAs) With Fiscal Year End of June
30, 2008. That guidance explained how PHAs could meet the requirements
for preparing the required financial data schedule (FDS), as well as the related auditor reporting, in light of delays in the availability of a revised FDS
format.
.94 Since then, HUD has issued another notice to PHAs on its Web site,
Un-Audited Financial Submission Procedure for Public Housing Agencies With
Fiscal Year Ends of June 30, 2008 Through March 31, 2009, announcing the
availability of the previously promised Excel tool version of the updated FDS
(the FDS tool) and instructions for submitting it. This guidance contains information for auditors who are issuing the "in relation to" reporting (that is, a
SAS 29 opinion) on the FDS.
.95 The new HUD notice instructs PHAs on how to complete and submit
electronically the new FDS tool. It also provides an FDS user manual, a full
accrual version of the tool, a modified accrual version of the tool, and an FAQ
document. In summary, the PHA submission process of the FDS tool will work
as follows:

•

The PHA will complete the appropriate FDS tool (that is, either
accrual or modified accrual); and

•

The PHA will make the "unaudited" submission of the FDS tool
to HUD using the Comments link contained in the Financial Assessment Subsystem (FASS) online system.

.96 PHAs with fiscal years ending June 30, September 30, or December
31, 2008, had until April 13, 2009 to complete this submission. PHAs with fiscal
year ending March 31, 2009, will have until June 30, 2009 to complete their
submissions.
.97 HUD considers this submission "unaudited" in that it does not include
the upload of the audited financial statements and other required materials
or the required agreed-upon procedures engagement comparing the hard copy
FDS to the electronic FASS submission. Currently, HUD is continuing to update the FASS to, among other things, add audit system functionality. Once
the system update is completed, HUD will communicate how PHAs can make
their "audited" submission. At that time, the system will allow for the required
agreed-upon procedures engagement and will include the six tabs for uploading
the management's discussion and analysis, the financial statements, notes to
the financial statements, audit reports, audit findings, and the corrective action
plan. HUD will post another notice to its Web site notifying PHAs when the
next phase is complete and the audited submission can occur.

The Status of the In-Relation-To Reporting Requirement
.98 HUD states in its FAQ document that even though the final "audited"
submission to HUD will not be able to be made by PHAs for several more
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months, PHAs can use the newly released FDS tool for purposes of having
their auditors issue the required SAS 29 opinion. Accordingly, HUD states that
PHAs may print the completed "unaudited" FDS tool, and the PHA auditor can
perform the necessary audit procedures in order to issue the SAS 29 opinion on
the FDS.

Auditor Subsequent Event Considerations
.99 Now that HUD has released the FDS tool, PHAs will likely begin
asking their auditors to complete the necessary procedures in order to issue
the SAS 29 opinion on the FDS. Auditors should keep in mind their potential
subsequent event responsibilities under AU section 560, Subsequent Events
(AICPA, Professional Standards, vol. 1), relating to each of the two options
that HUD provided for meeting the preparation and reporting requirements
for the FDS. In both cases, the auditor performs the subsequent audit procedures to ascertain whether there have been any subsequent events that may
require adjustment or disclosure to a fair presentation of the financial statements. Paragraphs .10–.12 of AU section 560 discuss auditing procedures in a
subsequent period in more detail.
.100 More information about the notice and an illustrative report for
a SAS 29 opinion are available at the AICPA Government Audit Quality
Center Web site at http://gaqc.aicpa.org/Resources/Archived+GAQC+Update+
Newsletters/GAQC+Alert+No.+104.htm.

Sales Tax on Internet Sales
.101 For years, this alert has discussed the ongoing debate about the taxation of Internet sales. As discussed in the prior alerts, the Internet Tax Nondiscrimination Act (Public Law [P.L.] 108-357, December 3, 2004) bans new Internet access taxes and new, multiple, and discriminatory taxes on electronic
commerce (e-commerce; that is, Internet sales) until November 1, 2007. On October 31, 2007, President Bush signed a bill that provided an extension of the
moratorium for another seven years. P.L. 110-108, the Internet Tax Freedom
Act Amendments Act of 2007, extended the moratorium to November 1, 2014,
makes some changes to the grandfather clause in the original legislation that
protects state and local taxes imposed on Internet access prior to 1998, and
clarifies the definition of Internet access. Some legislators support a permanent
ban and, in January 2007, introduced a resolution, Permanent Internet Tax
Freedom Act (H.R. 743).
.102 However, New York State has enacted a law to collect sales taxes on
Internet sales from any retailer that advertises on New York-based Web sites.
The law, which became effective on June 1, 2008, equates New York-based Web
sites with having a physical presence in the state. The law applies to companies
that don't have offices in New York, but have at least one person in the state
who works as an online agent, that is, someone who links to a Web site and
receives commissions from sales. Internet retailers sued the State of New York,
arguing that the tax is unconstitutional. The initial rounds of legal action have
found in favor of the state, with the courts saying that the suits had no basis
for legal action.
.103 Several states, including Maryland, California, and Hawaii are considering legislation modeled on the New York law.
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Audit and Attestation Issues and Developments
Audit Risks Arising From Current Economic Conditions
.104 The recent economic conditions and regulatory actions described in
this alert may cause additional risk factors that had not previously existed or
did not have a material effect on audit clients in prior years. Some risks that
may affect a government in the current economic environment are as follows:

•
•
•
•
•
•

Constraints on the availability of capital and credit
Going concern and liquidity issues
Marginally achieving explicitly stated budget and strategic objectives
Special purpose entities, joint ventures, or other complex financing
arrangements
Volatile real estate and business markets
The credit crisis, which can cause significant measurement uncertainty, including accounting estimates and fair value measurements

.105 Although many of these risks are not new to governments, consideration of the ways a client is affected by external forces is part of obtaining
an understanding of the entity and its environment and will allow the auditor
to plan and perform the audit to address those risks. As noted in paragraph
.17 of AU section 312, some possible audit responses to a significant risk of
material misstatement include increasing the extent of audit procedures, performing procedures closer to year-end, or increasing audit procedures to obtain
more persuasive evidence. Additionally, given the constantly changing status
of economic conditions that could affect your client, auditors should consider
modifying audit procedures to ensure that risks are still adequately addressed.
.106 Although it is impossible to predict and include all accounting, auditing, and attestation issues that may affect your engagements, in this alert, we
cover the primary areas of concern given the current economic conditions. Continue to remain alert to economic, legislative, and regulatory developments,
as well as the associated accounting, auditing, and attestation issues as you
perform your engagements.

Structured Investment Vehicles
.107 Many state and local governments have found themselves invested
in structured investment vehicles (SIVs) without a sufficient understanding of
their function and risks. A SIV is a fund that borrows money by issuing shortterm securities at low interest and then lends that money by buying long-term
securities at higher interest, making a profit for investors from the difference.
A SIV is a type of relatively large structured credit product and invests in a
range of asset-backed securities, as well as some financial corporate bonds. A
SIV has an open-ended structure in that it plans to stay in business indefinitely
by buying new assets as the old ones mature, and the SIV generally exchanges
investments without providing investors transparency.
.108 The risk that arises from the transaction is two-fold. First, the solvency of the SIV may be at risk if the value of the long-term security that the
SIV has bought falls below that of the short-term securities that the SIV has
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sold. Second, there is liquidity risk because the SIV borrows short-term and invests long-term—that is, payouts become due before the pay-ins are collected.
To provide financial resources for its activities, a government may find itself
needing to terminate its position in a SIV. Unless it can find other resources,
the government may be forced to sell its position in a SIV into a depressed
market.
.109 The subprime mortgage crisis has caused a widespread liquidity
crunch in the markets. Investors have become reluctant to invest as the crisis
spreads. A number of SIVs have fallen victim to the lack of liquidity, whereas
others received support from a sponsoring bank.
.110 Auditors of state and local government-holding investments in SIVs
should obtain a thorough understanding of the investment vehicle and place a
particular audit focus on the risks associated with the investment (collateral).
Because of the complexity of these investment instruments, auditors should
give due consideration to involving specialists in the audit engagement to assist
in this evaluation.

Pensions, OPEB, and the Use of Specialists
.111 Upon the effective dates of GASB Statement No. 43, No. 45, and No.
50, Pension Disclosures—An Amendment of GASB Statements No. 25 and No.
27, defined benefit OPEB plans, defined benefit pension plans, and certain government employers are required to disclose, among other things, information
about the funded status and funding progress of the plans as of the most recent
actuarial valuation date in the notes to the financial statements. Such information includes, but is not limited to, the actuarial valuation date, actuarial
assumptions, actuarial value of assets, the actuarial accrued liability, the total
unfunded actuarial accrued liability, and the annual covered payroll. Most of
these governments will use the services of an actuary in the valuation of the
OPEB plan and determination of annual required contributions and annual
OPEB costs and liabilities. Prior to these new standards, the funded status
and funding progress of defined benefit pension plans was reported solely in
required supplementary information (RSI). Under professional standards, the
auditor has a greater responsibility for information disclosed in the notes to
the financial statements than for information reported in RSI.2 Because auditors may not have actuarial knowledge, they may rely on information provided
by plan actuaries. As a result, AU section 336, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1), will have particular importance
to the auditor of state and local government financial statements when such
government provides pensions and OPEBs and uses actuarial services for determination of financial statement amounts and disclosures. Paragraph .12 of
AU section 336 states that, while determining the appropriateness and reasonableness of the methods and assumptions used, and their application is the
responsibility of the actuary, the auditor should (a) obtain an understanding
2
In January 2009 the Auditing Standards Board (ASB) issued exposure drafts of proposed Statements on Auditing Standards (SASs) Other Information in Documents Containing Audited Financial
Statements, Other Information in Relation to the Financial Statements as a Whole, and Required Supplementary Information. These SASs would amend or supersede AU section 550, Other Information
in Documents containing Audited Financial Statements, AU section 551, Reporting on Information
Accompanying the Basic Financial Statements in Auditor-Submitted Documents, and AU section 558,
Required Supplementary Information (AICPA, Professional Standards, vol. 1), respectively, in order
to apply the ASB's clarity drafting conventions. If approved, these SASs would be effective for fiscal
years beginning after December 15, 2009.
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of the methods and assumptions used by the specialist, (b) make appropriate
tests of data (such as census data) provided to the specialist, and (c) evaluate
whether the specialist's findings support the related assertions in the financial
statements.
.112 The auditor might consider it necessary to retain a specialist to assist
in evaluating the work of the plan actuary.
.113 Some example procedures for the auditor's consideration in meeting
the requirements of paragraph .12 of AU section 336 regarding the entity's use
of an actuary could include the following:

•

Obtaining an understanding of the actuary's objectives, scope of
work, actuarial methods, actuarial assumptions, and source and
calculation methodology of health care cost trends within the acceptable parameters of the GASB statements

•

Making appropriate tests of data provided to the actuary by considering the reliability and completeness of the plan census data
and source of discount rates used

•

Evaluating whether the actuary's findings support the related assertions in the financial statements by understanding what benefits are included in the substantive plan, the policy for contributions, and how plan investments are valued

Pollution Remediation
.114 GASB Statement No. 49, Accounting and Reporting for Pollution Remediation Obligations, addresses accounting and financial reporting standards
for pollution remediation obligations, which are obligations to address the current or potential detrimental effects of existing pollution by participating in
pollution remediation activities such as site assessments and clean-ups. It is
effective for financial statements for periods beginning after December 15, 2007,
with measurement of pollution remediation liabilities required as of the beginning of the period so that the beginning balance of net assets can be restated.
Of particular concern to auditors of state and local government financial statements are the assertions of existence, completeness, and valuation. Because
of the difficulty in obtaining sufficient legal letter representations regarding
these potential obligations, the auditor should generally consider the existence,
completeness, and valuations assertions as possessing a relatively high inherent risk of misstatement when performing risk assessment procedures. Many
governments will engage the services of a remediation specialist to estimate
potential pollution remediation outlays and the related probabilities. AU section 336, as discussed in the preceding paragraphs, will also have particular
importance to the auditor of state and local government financial statements
in relation to pollution remediation obligations. See additional discussion of
GASB Statement No. 49 in the "Accounting Issues and Developments" section
of this alert.

Information Technology Internal Control Issues
.115 The implementation of the risk-based auditing standards defined
the responsibilities of auditors to document their understanding of internal
control surrounding how an entity initiates, authorizes, records, processes, and
reports transactions and financial data. Many larger governmental entities
have been using complex IT systems for years and, during this time, their

ARA-SLG .115

P1: G.Shankar
ACPA097-01

ACPA097.cls

26

June 29, 2009

22:20

Audit Risk Alert

systems and transaction flows have been documented for both manual systems
and IT-dependent systems. Due to the current economic situation, auditors
may want to assess the resources that have been allocated to IT at governmental entities. This would include the quality of documentation as well as
the experiences of the resources in addressing the IT issues at the audited
entity.
.116 Further, a complex IT environment can exist in any government,
regardless of the size of the entity. The government's use of IT may affect any of
the five components of internal control in addition to the government's operating
and business functions. For example, the government may use an IT system
that is highly complex and integrated through all functions and services of
the entity; these systems may share data and support all aspects of financial
reporting. Alternatively, the government may use one application only for the
accounts receivable function or for utility billings. The auditor is required to
document key elements of internal control surrounding the IT environment.
Additionally, AU section 314 states that an auditor may determine that it is
necessary to include a specialist to work on the audit team to assist with the
determination of the complexities and intricacies of an entity whose use of IT
is extensive.
.117 Of particular concern are the risks when there is a lack of segregation of duties over IT functions or over accounting functions in the accounting
application. Segregation of duties issues may arise due to a reduction in the
IT staff at a larger entity or due to the more limited staff of a smaller entity.
Regardless of the reason, the extent and nature of these control risks vary
depending on the nature and characteristics of the entity's information system. For example, multiple users, either external or internal, may access a
common database of information that affects financial reporting. In such circumstances, a lack of an effective control at a single user entry point might
compromise the security of the entire database, potentially resulting in unauthorized changes to or destruction of data which could affect the financial statements. The auditor should consider whether the entity has responded adequately to the risks arising from IT by establishing effective controls, including
effective general controls upon which application controls depend. From the
auditor's perspective, controls over IT systems are effective when they maintain the integrity of information and the security of the data that such systems
process.
.118 Further guidance can be found in the AICPA Information Technology
Center at http://infotech.aicpa.org/.

Auditing Accounting Estimates
.119 As noted in paragraph .04 of AU section 342, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1), the auditor is responsible for
evaluating the reasonableness of accounting estimates made by management
in the context of the financial statements as a whole. In the context of a governmental audit, the overall financial statement level would be at the level of the
opinion units as discussed in paragraph 4.32 of the AICPA Audit and Accounting Guide State and Local Governments. It is important to remember many
types of accounting estimates exist in client financial statements. Some examples include the allowance for uncollectible accounts receivable, impairment
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analysis and estimated useful lives of long-lived assets, and actuarial assumptions in pension and other postretirement benefit costs.
.120 Given the current economic climate, additional skepticism should
be exercised when considering management's underlying assumptions used
in accounting estimates. When evaluating accounting estimates, the auditor
should consider both the subjective and objective factors with professional skepticism. As discussed in paragraph .09 of AU section 342, key factors and assumptions that the auditor normally concentrates on include the assumptions that
are significant to the estimate, sensitive to variations, deviate from historical
patterns, or are particularly subjective and susceptible to misstatement and
bias; however, it is important to consider whether historical patterns are still
applicable.
.121 For example, in the current slow market, new patterns may emerge.
In this economic climate, with possible increasing pressure on management to
meet budget, a key aspect of AU section 342 is for an auditor to determine the
reasonableness of management's accounting estimates with an extra degree of
professional skepticism. As noted in AU section 316, Consideration of Fraud
in a Financial Statement Audit (AICPA, Professional Standards, vol. 1), when
assessing audit differences between client estimates and audit estimates, even
if they are individually reasonable, an auditor should consider whether these
differences are indicative of possible bias by management. If so, the auditor
should reconsider the estimates as a whole.
.122 The auditor should obtain an understanding of how management
develops estimates and employ one of the approaches outlined in paragraph
.10 of AU section 342 in testing that process. In reviewing and testing management's process, the auditor may consider identifying controls around this
process and determining if the underlying data used for the estimate are reliable and used appropriately. An auditor also may develop an estimate and
compare it to management's estimate. Lastly, the auditor may review subsequent events or transactions occurring prior to the date of the auditor's report.
Further, as noted in AU section 316, hindsight may provide the auditor additional insight into the existence of management bias. For further details on
auditing estimates, see AU section 342.

Consideration of Fraud in a Financial Statement Audit
.123 AU section 316 is the primary source of authoritative guidance about
an auditor's responsibilities concerning the consideration of fraud in a financial
statement audit. AU section 316 establishes standards and provides guidance
to auditors in fulfilling their responsibility to plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free
of material misstatement, whether caused by error or fraud, as stated in paragraph .02 of AU section 110, Responsibilities and Functions of the Independent
Auditor (AICPA, Professional Standards, vol. 1).
.124 The three following conditions generally are present when fraud
occurs:

•
•

Management or other employees have an incentive or are under
pressure, which provides a reason to commit fraud.
Circumstances exist (for example, the absence of controls, ineffective controls, or the ability of management to override controls)
that provide an opportunity for a fraud to be perpetrated.
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•

Those involved are able to rationalize committing a fraudulent
act.

.125 The current economic situation may result in unexpected losses and
possibly cause financing or liquidity difficulties for many entities. Additionally,
management may be valuing many illiquid securities using inherently subjective methodologies. These situations may provide management additional
opportunity and incentive to commit fraud.
.126 As seen in the news recently, a number of frauds that include the
three previously mentioned conditions allegedly have occurred. One of those
frauds is that of Bernard Madoff Investment Securities. Although the details
of this fraud are just beginning to be investigated, auditors should ensure that
they are properly testing for the existence of assets, such as investments, in
this scenario. Additionally, auditors should always gain an understanding of
the entity's business and how profits are made. In the Madoff case, auditors are
being probed about failing to question the strong, consistent annual returns
by these investment funds that lacked a clear investment strategy. Because
of the characteristics of fraud, the auditor's exercise of professional skepticism is important when considering the risks of material misstatement due to
fraud.
.127 Professional skepticism is an attitude that includes a questioning
mind and a critical assessment of audit evidence. The auditor should conduct
the engagement with a mindset that recognizes the possibility that a material
misstatement due to fraud could be present, regardless of any past experience
with the entity and regardless of the auditor's belief about management's honesty and integrity. Furthermore, professional skepticism requires an ongoing
questioning of whether the information and evidence obtained suggests that
a material misstatement due to fraud has occurred. AU section 316 provides
additional information, including ways for the auditor to respond to the risk of
material misstatement due to fraud.

Evaluating the Existence of Assets
.128 The Madoff case, and other alleged frauds, brings to light a number
of risks that continually need to be considered and responded to by management and auditors. Due to the nature of securities and other financial instruments, determining and testing the ownership and existence of investments
has become more difficult. Often, securities and other investments purchased
on behalf of an entity are held in the name of a broker organization, which
may or may not be a custodian; and generally, custodians do not obtain a paper
document anymore, only an electronic record of the assets.
.129 Some examples of risks inherent in investment transactions that may
be relevant when assessing existence are as follows:

•
•
•
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•

There may be a lack of experience on the part of the client with
these types of transactions and, therefore, controls over existence
may be nonexistent or poorly designed.

•

The transactions may be complex in nature, making them difficult
to understand.

.130 Management has a responsibility to design an internal control system
that is responsive to the risk of existence of assets (in addition to the valuation of assets). As part of their risk assessment procedures, auditors need to
assess those controls and determine if the controls have been implemented.
Depending on the results of those assessments, the auditor should design an
audit strategy that takes into consideration the entity's controls, including testing those controls if those controls are to be relied upon and used as part of
the auditor's audit evidence regarding the existence assertion. If the auditor's
assessment indicates that management's design or operation of controls are
not effective, then those deficiencies should be communicated to those charged
with governance if the control deficiency is a significant deficiency or material
weakness.
.131 Examples of procedures that management can perform that are designed to assess the existence of assets could include the following:

•

Obtaining through site visits (and then documenting) an understanding of existence controls placed in operation by any service
organization that is utilized by the entity and periodically reassessing that understanding

•

Obtaining evidence, through direct testing or a SAS 70 type 2
report, that the service organization's existence controls are appropriately designed and operating effectively

•

Inspecting other documentation supporting the entity's interest in the security (for example, correspondence from the broker organization or trustee acknowledging transactions with the
fund)

Communication With Those Charged With Governance
.132 In addition to instances in which communication with those charged
with governance in other auditing sections is discussed, other select measures
are outlined in AU section 380, The Auditor's Communication With Those
Charged With Governance (AICPA, Professional Standards, vol. 1), that are
specifically relevant during an economic crisis and when measuring fair value.
AU section 380 establishes standards and provides guidance on the auditor's
communication with those charged with governance. As noted in paragraph
.05 of AU section 380, the auditor must communicate with those charged with
governance matters related to the financial statement audit that are, in the
auditor's professional judgment, significant and relevant to the responsibilities
of those charged with governance in overseeing the financial reporting process. The auditor should communicate his or her views about the quality of
the entity's significant accounting policies, accounting estimates, and financial
statement disclosures. Paragraph .51 of AU section 380 states that the auditor
should communicate significant findings from the audit (see paragraphs .34–
.35 of AU section 380) in writing when, in the auditor's professional judgment,
oral communication would not be adequate.
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.133 AU section 341, The Auditor's Consideration of an Entity's Ability
to Continue as a Going Concern (AICPA, Professional Standards, vol. 1), expands on the applicability of AU section 380 when the auditor has concluded
that substantial doubt exists about the entity's ability to continue as a going
concern. In that case, the auditor should communicate to those charged with
governance the nature of the events or conditions identified, the possible effect
on the financial statements, the sufficiency of the related disclosures, and the
effects on the auditor's report.

Communicating Internal Control Related Matters
Identified in an Audit
.134 In October 2008 the AICPA Auditing Standards Board (ASB) issued
Statement on Auditing Standards (SAS) No. 115, Communicating Internal Control Related Matters Identified in an Audit (AICPA, Professional Standards,
vol. 1, AU sec. 325). SAS No. 115 amends SAS No. 112 and further clarifies
standards and provides guidance on communicating matters related to an entity's internal control over financial reporting (internal control) identified in an
audit of financial statements.
.135 The new SAS is applicable whenever an auditor expresses an opinion on financial statements (including a disclaimer of opinion) except when the
auditor is performing an integrated audit and will be expressing an opinion on
the effectiveness of internal control over financial reporting under AT section
501, An Examination of an Entity's Internal Control Over Financial Reporting
That Is Integrated With an Audit of Its Financial Statements (AICPA, Professional Standards, vol. 1). This new standard is effective for audits of financial
statements for periods ending on or after December 15, 2009, with early implementation permitted.
.136 In general, SAS No. 115 retains many of the provisions of SAS No. 112;
it provides guidance to (a) enhance the auditor's ability to identify and evaluate
deficiencies in internal control during an audit, and then (b) communicates to
management and those charged with governance those deficiencies that the
auditor believes are significant deficiencies or material weaknesses.
.137 The key differences between SAS No. 115 and SAS No. 112 lie in the
definitions of material weaknesses and significant deficiencies and the process
for making that determination. Under SAS No. 112, the auditor applied criteria of likelihood and magnitude described in that standard to determine if
a control deficiency reached the threshold of significant deficiency or material
weakness. Under SAS No. 115, the same criteria are used; however, more judgment is allowed for in determining whether a control deficiency is a significant
deficiency.

Definitions of Significant Deficiency and Material Weakness
.138 A material weakness is a deficiency, or combination of deficiencies, in
internal control, such that there is a reasonable possibility that a material misstatement of the entity's financial statements will not be prevented, or detected
and corrected on a timely basis. For the purpose of this definition, a reasonable
possibility exists when the likelihood of the event is either reasonably possible
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or probable as those terms are used in FASB Statement No. 5, Accounting for
Contingencies.3,4
.139 A significant deficiency is a deficiency, or a combination of deficiencies,
in internal control that is less severe than a material weakness, yet important
enough to merit attention by those charged with governance.

The Evaluation Process
.140 Although the auditor is not required to perform procedures specifically to identify deficiencies in internal control, during the course of the audit,
the auditor may become aware of deficiencies in the design or operation of the
entity's internal control. The auditor should evaluate the severity of each deficiency in internal control identified during the audit and determine whether
the deficiency, individually or in combination with other deficiencies in internal
control, rise to the level of significant deficiencies or material weaknesses. The
severity of a deficiency in internal control depends on

•

the magnitude of the potential misstatement resulting from the
deficiency or deficiencies; and

•

whether a reasonable possibility exists that the entity's controls
will fail to prevent or to detect and correct a misstatement of an
account balance or disclosure.

.141 The severity of a deficiency does not depend on whether a misstatement actually occurred. If the auditor identifies a deficiency in internal control
but has not identified an actual misstatement related to that deficiency, the
auditor cannot automatically conclude that the deficiency is not a significant
deficiency or a material weakness. If a misstatement has been identified, the
auditor should consider the potential for further misstatement in the financial
statements being audited.
.142 The AICPA published Audit Risk Alert Communicating Internal Control Related Matters in an Audit—Unnderstanding SAS No. 115 (product no.
022539kk) to assist in understanding the requirements of this SAS. This Audit
Risk Alert provides specific case studies to help determine whether identified
control weaknesses would constitute a significant deficiency or material weakness; it can be obtained by calling the AICPA at (888) 777-7077 or visiting
www.cpa2biz.com.

3
The term reasonably possible, as used in the definitions of the term material weakness, has
the same meaning as defined in Financial Accounting Standards Board (FASB) Statement No. 5,
Accounting for Contingencies. Paragraph 3 of FASB Statement No. 5 states

When a loss contingency exists, the likelihood that the future event or events will confirm the
loss or impairment of an asset or the incurrence of a liability can range from probable to remote.
This Statement uses the terms probable, reasonably possible, and remote to identify three areas
within that range, as follows:
a. Probable. The future event or events are likely to occur.
b.

Reasonably possible. The chance of the future event or events occurring is more than
remote but less than likely.

c.

Remote. The chance of the future event or events occurring is slight.

Therefore, the likelihood of an event is a reasonable possibility when it is reasonably possible or
probable.
4
At the time of this writing, the FASB Accounting Standards Codification™ (ASC) had not yet
been issued as authoritative. When the FASB ASC is issued as authoritative, the definitions currently
found in FASB Statement No. 5 will be located at FASB ASC 450-20-25-1.
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The Applicability of SAS No. 115 to Yellow Book and Single Audits
.143 The GAO has issued interim guidance on reporting on internal control over financial reporting, making it permissible for auditors to implement
SAS No. 115 on their financial statement audits performed under Government
Auditing Standards. For the full text of the GAO interim guidance related
to SAS No. 115, go to www.gao.gov/govaud/icguidance0811.pdf. This guidance
becomes effective concurrently with the auditor's implementation of SAS No.
115. However, OMB has not provided any guidance to date regarding use of
the new guidance and definitions in SAS No. 115 for reporting on internal control over compliance in single audits. Therefore, it would not be appropriate
for auditors to use definitions for reporting on internal control over compliance
as found in SAS No. 115 until such time that OMB guidance is amended to
allow usage of these new definitions. Readers should monitor the OMB Web
site for further guidance at www.whitehouse.gov/omb and look to the Governmental Audit Quality Center Web site (www.aicpa.org/GAQC) for additional
updates.

Accounting Issues and Developments
GASB Accounting Standards Upcoming Implementation Dates
.144 A number of GASB pronouncements issued prior to 2008 have provisions with effective dates for fiscal periods ending in 2009 and 2010. These
pronouncements and applicable implementation provisions are highlighted as
follows.

GASB Statement No. 43, Financial Reporting for Postemployment
Benefit Plans Other Than Pension Plans
.145 This statement establishes standardized financial reporting standards for OPEB plans. The standards in this statement apply for OPEB trust
funds included in the financial statements of plan employers, as well as for the
outside financial statements of OPEB plans or the employee retirement systems, or other third parties that oversee them. Requirements for reporting of
OPEB funds by administrators of multiple-employer OPEB plans is also described in this statement when the fund used to accumulate assets and pay
benefits or premiums when due is not a trust fund.
.146 The requirements of GASB Statement No. 43 for an OPEB plan are
effective one year prior to the effective date of the related GASB Statement
No. 45 for the employer (single-employer plan) or for the largest participating employer in the plan (multiple-employer plan). The requirements of GASB
Statement No. 45 are effective in three phases based on a government's implementation phase for the purpose of GASB Statement No. 34, Basic Financial
Statements—and Management's Discussion and Analysis—for State and Local Governments. (See preceding explanation of phase 1, 2, and 3 governments
in the GASB Statement No. 34 discussion.) Plans in which the sole or largest
participating employer was a phase 1 government, for the purpose of implementation of GASB Statement No. 34, were required to apply the requirements of
GASB Statement No. 43 in financial statements for periods beginning after December 15, 2005. Plans in which the sole or largest participating employer was
a phase 2 government, for the purpose of implementation of GASB Statement
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No. 34, were required to apply the requirements of GASB Statement No. 43 in
financial statements for periods beginning after December 15, 2006. Plans in
which the sole or largest participating employer was a phase 3 government, for
the purpose of implementation of GASB Statement No. 34, should apply the
requirements of GASB Statement No. 43 in financial statements for periods
beginning after December 15, 2007. Early implementation of GASB Statement
No. 43 is encouraged.

GASB Statement No. 45, Accounting and Financial Reporting
by Employers for Postemployment Benefits Other Than Pensions
.147 This statement establishes standards of accounting and financial
reporting for OPEB expense/expenditures and related liabilities or assets, note
disclosures, and RSI in the financial statements of state and local governmental
employers.
.148 The requirements of GASB Statement No. 45 are effective in three
phases. Governments that were phase 1 governments, for the purpose of implementation of GASB Statement No. 34, should apply the requirements of GASB
Statement No. 45 in financial statements for periods beginning after December 15, 2006. Governments that were phase 2 governments, for the purpose of
implementation of GASB Statement No. 34, should apply the requirements of
GASB Statement No. 45 in financial statements for periods beginning after December 15, 2007. Governments that were phase 3 governments, for the purpose
of implementation of GASB Statement No. 34, should apply the requirements
of GASB Statement No. 45 in financial statements for periods beginning after
December 15, 2008. All component units are required to implement the requirements of GASB Statement No. 45 no later than the same year as their primary
government.

GASB Statement No. 49, Accounting and Financial Reporting
for Pollution Remediation Obligations
.149 This statement addresses accounting and financial reporting standards for pollution remediation obligations, which are obligations to address
the current or potential detrimental effects of existing pollution by participating in pollution remediation activities, such as site assessments and clean-ups.
Governments are required to assess pollution remediation obligations for recognition when any of five obligating events occurs. Obligations are measured using expected cash flows and generally will be recognized as an expense and
liability but may qualify for capitalization if certain criteria are met. Certain
types of recoveries affect measurement. The scope of the statement excludes
pollution prevention or control obligations with respect to current operations
and future pollution remediation activities that are required upon retirement
of an asset, such as landfill closure and postclosure care and nuclear power
plant decommissioning.
.150 GASB Statement No. 49 is effective for financial statements for periods beginning after December 15, 2007, with measurement of pollution remediation liabilities required at the beginning of that period so that beginning net
assets can be restated. However, governments that have sufficient objective and
verifiable information to apply the expected cash flow technique to measure the
liability in prior periods are required to apply the provisions retroactively for
all such prior periods presented.
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GASB Statement No. 51, Accounting and Financial Reporting
for Intangible Assets
.151 GASB Statement No. 51, issued in June 2007, provides guidance
regarding how to identify, account for, and report intangible assets.
.152 This statement requires that all intangible assets not specifically excluded by its scope provisions be classified as capital assets. Many different
types of assets that may be considered intangible assets, including easements,
water rights, timber rights, patents, trademarks, and computer software. Intangible assets and, more specifically, easements, are referred to in the description
of capital assets in GASB Statement No. 34. This reference created questions
about whether and when intangible assets should be considered capital assets
for financial reporting purposes. An absence of sufficiently specific authoritative guidance that addresses these questions has resulted in inconsistencies in
the accounting and financial reporting of intangible assets among state and local governments, particularly in the areas of recognition, initial measurement,
and amortization. The objective of this statement is to establish accounting and
financial reporting requirements for intangible assets to reduce these inconsistencies, thereby enhancing the comparability of the accounting and financial
reporting of such assets among state and local governments.
.153 Existing authoritative guidance related to the accounting and financial reporting for capital assets should be applied to these intangible assets,
as applicable. This statement also provides authoritative guidance that specifically addresses the nature of these intangible assets. Such guidance should be
applied in addition to the existing authoritative guidance for capital assets.
.154 This statement requires that an intangible asset be recognized in the
statement of net assets only if it is considered identifiable. Additionally, this
statement establishes a specified-conditions approach to recognizing intangible
assets that are internally generated. Effectively, outlays associated with the
development of such assets should not begin to be capitalized until certain
criteria are met. Outlays incurred prior to meeting these criteria should be
expensed as incurred. This statement also provides guidance on recognizing
internally generated computer software as an intangible asset. This guidance
serves as an application of the specified-conditions approach to the development
cycle of computer software.
.155 This statement also establishes guidance related to the amortization
of intangible assets within its scope. This statement provides guidance on determining the useful life of intangible assets when the length of their life is limited
by contractual or legal provisions. If there are no factors that limit the useful
life of an intangible asset, the statement provides that the intangible asset be
considered to have an indefinite useful life. Intangible assets with indefinite
useful lives should not be amortized unless their useful life is subsequently
determined to no longer be indefinite due to a change in circumstances.
.156 The requirements of this statement are effective for financial statements for periods beginning after June 15, 2009; early implementation is encouraged. The provisions of this statement generally are required to be applied
retroactively. For governments that were classified as phase 1 or phase 2 governments for the purpose of implementing GASB Statement No. 34, retroactive
reporting is required for intangible assets acquired in fiscal years ended after
June 30, 1980, except for those considered to have indefinite useful lives as of the
effective date of this statement and those that would be considered internally
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generated. Retroactive reporting of intangible assets by phase 3 governments
is encouraged but not required. Retroactive reporting is not required but is permitted for intangible assets considered to have indefinite useful lives as of the
effective date of this statement and those considered to be internally generated.

GASB Statement No. 52, Land and Other Real Estate Held
as Investments by Endowments
.157 In November 2007 GASB issued GASB Statement No. 52, which
establishes consistent accounting and financial reporting standards for land
and other real estate held as investment by endowments, including permanent
funds. These investments will likely be encountered more often in colleges and
universities and their related foundations than general-purpose governments.
Endowments generally exist to invest resources for the purpose of generating
income.
.158 This statement requires that land and other real estate held as investments by endowments be reported at fair value and the changes in fair
value reported as investment income.
.159 This statement is effective for financial statements for periods beginning after June 15, 2008. Earlier application is encouraged.

Recently Issued GASB Pronouncements and Related Guidance
.160 The following summaries are for informational purposes only and
should not be relied upon as a substitute for a complete reading of the applicable standard. The AICPA Comprehensive Audit Risk Alert (product no.
022339kk) and other AICPA industry-specific alerts also contain summaries
of recent nongovernmental accounting pronouncements that may not be discussed here. To obtain copies of AICPA literature, call (888) 777-7077 or visit
www.cpa2biz.com.

GASB Statement No. 56, Codification of Accounting and
Financial Reporting Guidance Contained in the AICPA Statements
on Auditing Standards
.161 GASB Statement No. 56, issued in March 2009, incorporates into
GASB authoritative literature certain accounting and financial reporting guidance presented in the AICPA's SASs. This statement addresses three issues not
included in the GASB authoritative accounting literature that establishes accounting principles—related party transactions, going concern considerations,
and subsequent events.
.162 Although not intended to change practice, certain provisions of GASB
Statement No. 56 differ from the AU sections of AICPA Professional Standards
from which they were derived. For example, GASB Statement No. 56 specifies
an evaluation by management of a government's ability to continue as a going
concern for a period of 12 months beyond the financial statement date plus any
period shortly thereafter about which there is a current doubt. Paragraph .03
of AU section 341 specifies that the auditor should evaluate whether there is
substantial doubt about the entity's ability to continue as a going concern for a
reasonable period of time.
.163 Other sections of AICPA Professional Standards that are incorporated into this statement are AU section 334, Related Parties (AICPA,
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Professional Standards, vol. 1), and AU section 560. GASB Statement No. 56
became effective upon issuance.

GASB Statement No. 55, The Hierarchy of Generally Accepted
Accounting Principles for State and Local Governments
.164 GASB Statement No. 55, issued in March 2009, incorporates the hierarchy GAAP for state and local governments into GASB authoritative literature. It is intended to make it easier for preparers of state and local government
financial statements to identify and apply the GAAP hierarchy, which consists
of sources of accounting principles used in the preparation of financial statements so that they are presented in conformity with GAAP and the framework
for selecting those principles. Like GASB Statement No. 56, this statement contributes to GASB's efforts to codify all GAAP for state and local governments
so that they derive from a single source.
.165 Prior to the statement, the GAAP hierarchy was set forth in SAS No.
69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles (AICPA, Professional Standards, vol. 1, AU sec. 411), rather
than in the authoritative accounting literature of GASB. GASB Statement No.
55 moves relevant portions of that SAS to GASB literature without substantive
changes. GASB does not anticipate that this statement will result in a change
in current practice. GASB Statement No. 55 became effective upon issuance.

GASB Statement No. 54, Fund Balance Reporting and Governmental
Fund Type Definitions
.166 GASB Statement No. 54, issued in March 2009, initially distinguishes
fund balance between amounts that are considered nonspendable, such as fund
balance associated with inventories, and other amounts that are classified as
spendable based on the relative strength of the constraints that control the
purposes for which specific amounts can be spent. Beginning with the most
binding constraints, fund balance amounts will be reported in the following
classifications:

•

Restricted—Amounts that can be spent only for the specific purposes stipulated by constitution, external resource providers, or
through enabling legislation.

•

Committed—Amounts that can be used only for the specific purposes determined by a formal action of the government's highest
level of decision-making authority.

•

Assigned—Amounts intended to be used by the government for
specific purposes but do not meet the criteria to be classified as
restricted or committed.

•

Unassigned—The residual classification for the government's general fund and includes all spendable amounts not contained in the
other classifications.

.167 The new standards also clarify the definitions of individual governmental fund types. It interprets certain terms within the definition of special
revenue fund types as well as further clarifying the debt service and capital
projects fund type definitions. The final standard also specifies how economic
stabilization or "rainy day" amounts should be reported. Because of the specific nature of these types of accounts, the statement considers stabilization
amounts as specific purposes. Stabilization amounts should be reported in the
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general fund as restricted or committed if they meet the appropriate criteria.
Only if the resources in the stabilization arrangement derive from a restricted
or committed revenue source could a stabilization fund be reported as a special
revenue fund.
.168 The definitions of the general fund, special revenue fund type, capital
projects fund type, debt service fund type, and permanent fund type are clarified by the statement. The capital projects fund type was clarified for better
alignment with the needs of preparers and users. Definitions are as follows:
General fund. Account for and report all financial resources and uses not
accounted for and reported in another fund.
Special revenue funds. Account for and report the proceeds of specific revenue sources that are restricted or committed to expenditure for specified
purposes other than debt service or capital projects.
Capital projects funds. Account for and report financial resources that are
restricted, committed, or assigned to the expenditure for capital outlays, including the acquisition of construction of capital facilities and other capital
assets.
Debt service funds. Account for and report financial resources that are restricted, committed, or assigned to expenditure for principal and interest.
Permanent funds. Account for and report resources that are restricted to the
extent that only earnings, and not principal, may be used for purposes that
support the reporting government's programs, that is, for the benefit of the
government or its citizenry.
.169 For governments that use encumbrance accounting, significant encumbrances should be disclosed in the notes to the basic financial statements by
major funds in the aggregate in conjunction with disclosures about other significant commitments. They should not be separately displayed within committed,
assigned, or restricted categories.
.170 GASB Statement No. 54 is effective for financial statements for periods beginning after June 15, 2010. Earlier application is encouraged. Fund
balance reclassifications made to conform to GASB Statement No. 54 should be
retroactively applied by restating fund balance for all prior periods presented.

GASB Statement No. 53, Accounting and Financial Reporting
for Derivative Instruments
.171 GASB Statement No. 53, issued in June 2008, addresses the recognition, measurement, and disclosure of information regarding derivative instruments entered into by state and local governments. Derivative instruments are
often complex financial arrangements used by governments to manage specific
risks or to make investments. By entering into these arrangements, governments receive and make payments based on market prices without actually
entering into the related financial or commodity transactions. Derivative instruments associated with changing financial and commodity prices result in
changing cash flows and fair values that can be used as effective risk management or investment tools. Derivative instruments, however, also can expose
governments to significant risks and liabilities. Common types of derivative
instruments used by governments include interest rate and commodity swaps,
interest rate locks, options (caps, floors, and collars), swaptions, forward contracts, and futures contracts.
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.172 Governments enter into derivative instruments as investments; as
hedges of identified financial risks associated with assets or liabilities or expected transactions (that is, hedgeable items); or to lower the costs of borrowings. Governments often enter into derivative instruments with the intention of
effectively fixing cash flows or synthetically fixing prices. For example, a government with variable rate debt may enter into a derivative instrument designed
to synthetically fix the debt's interest rate, thereby hedging the risk that rising
interest rates will negatively affect cash flows. Governments also enter into
derivative instruments to offset the changes in fair value of hedgeable items.
.173 A key provision in this statement is that derivative instruments covered in its scope, with the exception of synthetic guaranteed investment contracts that are fully benefit-responsive, are reported at fair value. For many
derivative instruments, historical prices are zero because their terms are developed so that the instruments may be entered into without a payment being
received or made. The changes in fair value of derivative instruments that
are used for investment purposes or that are reported as investment derivative instruments because of ineffectiveness are reported within the investment
revenue classification. Alternatively, the changes in fair value of derivative instruments that are classified as hedging derivative instruments are reported
in the statement of net assets as deferrals.
.174 Derivative instruments associated with hedgeable items that are
determined to be effective in reducing exposures to identified financial risks
are considered hedging derivative instruments. Effectiveness is determined by
considering whether the changes in cash flows or fair values of the potential
hedging derivative instrument substantially offset the changes in cash flows or
fair values of the hedgeable item. In these instances, hedge accounting should
be applied. Under hedge accounting, the changes in fair values of the hedging derivative instrument are reported as either deferred inflows or deferred
outflows in a government's statement of net assets.
.175 GASB Statement No. 53 describes the methods of evaluating effectiveness. The consistent critical terms method considers the terms of the potential hedging derivative instrument and the hedgeable item. If relevant terms
match, or in certain instances, are similar, a potential hedging derivative instrument is determined to be effective. The other methods are based on quantitative analyses. The synthetic instrument method considers whether a fixed
rate or price has been established within a prescribed range. The dollar-offset
method evaluates changes in expected cash flows or fair values over time between the potential hedging derivative instrument and the hedgeable item.
The regression analysis method considers the relationship between changes
in the cash flows or fair values of the potential hedging derivative instrument
and the hedgeable item. In these methods, critical and quantitative values are
evaluated to determine whether a potential hedging derivative instrument is
effective. Quantitative methods other than those specified in the statement are
permitted, provided that they address whether the changes in cash flows or fair
values of the potential hedging derivative instrument substantially offset the
changes in cash flows or fair values of the hedgeable item.
.176 The disclosures previously required by GASB Technical Bulletin (TB)
No. 2003-1, Disclosure Requirements for Derivatives Not Reported at Fair Value
on the Statement of Net Assets, have been incorporated into GASB Statement
No. 53 and, therefore, GASB TB 2003-1 is superseded upon implementation of
GASB Statement No. 53. The objectives, terms, and risks of hedging derivative
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instruments are required disclosures. Disclosures also include a summary of
derivative instrument activity that provides an indication of the location of
fair value amounts reported on the financial statements. The disclosures for
investment derivative instruments are similar to the disclosures of other investments.
.177 GASB Statement No. 53 is effective for financial statements for periods beginning after June 15, 2009. Earlier application is encouraged. For
potential hedging derivative instruments existing prior to the fiscal period during which this statement is implemented, the evaluation of effectiveness should
be performed as of the end of the current period. If determined to be effective,
hedging derivative instruments are reported as if they were effective from their
inception. If determined to be ineffective, the potential hedging derivative instrument is then evaluated as of the end of the prior reporting period. A comprehensive implementation guide to GASB Statement No. 53 was released by
GASB in April 2009.

GASB TB 2008-1, Determining the Annual Required Contribution
Adjustment for Postemployment Benefits
.178 GASB TB 2008-1 clarifies the requirements of GASB Statement Nos.
27 and 45 for calculating the annual required contribution (ARC) adjustment.
GASB TB 2008-1 applies to situations in which the actuarial valuation separately identifies the actual amount that is included in the ARC related to the
amortization of past employer contribution deficiencies or excess contributions
to a pension or OPEB plan. In response to constituent feedback that questioned
the availability of actual amounts, GASB Statement Nos. 27 and 45 required a
procedure for estimating the amount. GASB TB 2008-1 encourages use of the
actual amount, if known, in place of the estimation procedure for purposes of
the ARC adjustment.
.179 With regard to pensions, the provisions of GASB TB 2008-1 are effective for financial statements for periods ending after December 15, 2008. With
regard to OPEB, the provisions of GASB TB 2008-1 are effective for financial
statements for periods ending after December 15, 2008, or simultaneously with
the initial implementation of GASB Statement No. 45, whichever is later.

GASB Concepts Statement No. 5, Service Efforts and Accomplishments
Reporting—an amendment of GASB Concepts Statement No. 2
.180 GASB Concepts Statement No. 5, issued in November 2008, updates
provisions in GASB Concepts Statement No. 2 in order to reflect developments
that have occurred since GASB Concepts Statement No. 2 was issued in 1994.
The proposed changes are based on the findings of extensive research by GASB
and others and the results of GASB monitoring of state and local governments
that have been using and reporting service efforts and accomplishments (SEA)
performance information.
.181 The revisions to GASB Concepts Statement No. 2 clarify that it is
beyond the scope of GASB to establish the goals and objectives of state and
local government services, to develop specific nonfinancial measures or indicators of service performance, or to set benchmarks for service performance. To
emphasize this point, GASB Concepts Statement No. 5 removes the entire section of Concepts Statement No. 2, "Developing Reporting Standards for SEA
Information." GASB Concepts Statement No. 2 also was amended to update
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terminology and to modify certain provisions to reflect what has taken place
over the past 14 years.

FASB Accounting Standards Codification™
.182 State and local government auditors should take note of the FASB
project to codify its accounting standards. GASB Statement No. 34 states that
governmental and business-type activities and proprietary funds should be reported based on all applicable GASB pronouncements, as well as FASB Statements and Interpretations, Accounting Principles Board Opinions, and Accounting Research Bulletins of the Committee on Accounting Procedure issued
on or before November 30, 1989, unless those pronouncements conflict with
or contradict GASB pronouncements. As a result, financial statement preparers have the responsibility to identify which provisions within the FASB pronouncements are applicable to them, while disregarding any amendments to
such pronouncements made after that date.
.183 FASB is expected to release FASB Accounting Standards Codification™ (ASC) on July 1, 2009, at which time it will become the source of authoritative U.S. accounting and reporting standards for nongovernmental entities,
in addition to guidance issued by the SEC. FASB ASC will supersede all thenexisting, non-SEC accounting and reporting standards for nongovernmental
entities. Once effective, all other nongrandfathered, non-SEC accounting literature not included in FASB ASC will become nonauthoritative. This change
will affect accountants and auditors alike.
.184 FASB ASC is a major restructuring of accounting and reporting standards designed to simplify user access to all authoritative U.S. GAAP by providing all authoritative literature in a topically organized structure. FASB ASC
disassembled and reassembled thousands of nongovernmental accounting pronouncements (including those of FASB, the Emerging Issues Task Force [EITF],
and the AICPA) to organize them under approximately 90 topics. FASB ASC
includes all accounting standards issued by a standard setter within levels
A–D of the current U.S. GAAP hierarchy, including FASB, EITF, AICPA, and
related literature. FASB ASC also includes relevant portions of authoritative
content issued by the SEC, as well as selected SEC staff interpretations and
administrative guidance issued by the SEC; however, FASB ASC is not the official source of SEC guidance and does not contain the entire population of SEC
rules, regulations, interpretive releases, and staff guidance.
.185 FASB ASC is not intended to change U.S. GAAP or any requirements
of the SEC; rather, it is part of FASB's efforts to reduce the complexity of accounting standards and also to facilitate international convergence. Moreover,
FASB ASC does not include governmental accounting standards.
.186 Identifying the FASB pronouncements applicable to governments
within the codification of the FASB standards will not be possible because the
standards are presented in the codification as amended and have been reorganized, together with literature from all levels of the U.S. GAAP hierarchy,
including pronouncements and other related literature, which was not made
applicable to state and local governments in GASB Statement No. 34. However, the original pronouncements will be available for reference in the archive
section on the FASB Web site. GASB has a project on its current technical
agenda to codify pre-November 30, 1989 FASB pronouncements that are applicable to governments as part of GASB's GAAP. See the "Accounting Pipeline"
section of this alert for more information about the GASB project.
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.187 The AICPA has published Financial Reporting Alert FASB Codification Developments—2008 (product no. 029209kk). This Financial Reporting
Alert is intended to provide a better understanding of FASB ASC, outline its
structure, and provide case studies on navigating the FASB ASC Research System and performing accounting research.

Recent Pronouncements
.188 AICPA auditing and attestation standards are applicable only to audits and attestation engagements of nonissuers. For information on pronouncements issued subsequent to the writing of this alert, please refer to the AICPA
Web site at www.aicpa.org, the GASB Web site at www.gasb.org, and the GAO
Web site at www.gao.gov. You also may look for announcements of newly issued
accounting standards in the CPA Letter and the Journal of Accountancy.

Recent Auditing and Attestation Pronouncements
and Related Guidance
.189 The following table presents a list of recently issued audit and attestation pronouncements and related guidance.
Recent Auditing and Attestation Pronouncements
and Related Guidance
Statement on Auditing
Standards (SAS) No. 116,
Interim Financial
Information (AICPA,
Professional Standards, vol.
1, AU sec. 722)
Issue Date: February 2009
(Applicable to audits
conducted in accordance with
generally accepted auditing
standards [GAAS])

This standard amends AU section 722 to
accommodate reviews of interim financial
information of nonissuers, including
companies offering securities pursuant to
Securities and Exchange Commission
(SEC) Rule 144A or participating in
private equity exchanges. It is effective for
reviews of interim financial information for
interim periods beginning after December
15, 2009. Earlier application is permitted.

SAS No. 115, Communicating
Internal Control Related
Matters Identified in an Audit
(AICPA, Professional
Standards, vol. 1, AU sec.
325)
Issue Date: October 2008
(Applicable to audits
conducted in accordance with
GAAS)

Replacing SAS No. 112, Communicating
Internal Control Related Matters Identified
in an Audit (AICPA, Professional
Standards, vol. 1, AU sec. 325A) this
standard defines the terms deficiency in
internal control, significant deficiency, and
material weakness; provides guidance on
evaluating the severity of deficiencies in
internal control identified in an audit of
financial statements; and requires the
auditor to communicate in writing, to
management and those charged with
governance, significant deficiencies and
material weaknesses identified in an audit.
It is effective for audits of financial
statements for periods ending on or after
December 15, 2009. Earlier
implementation is permitted.
(continued)
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Recent Auditing and Attestation Pronouncements
and Related Guidance—continued
Statement on Standards for
Attestation Engagements
(SSAE) No. 15, An
Examination of an Entity's
Internal Control Over
Financial Reporting That Is
Integrated With an Audit of
Its Financial Statements
(AICPA, Professional
Standards, vol. 1, AT sec. 501)
Issue Date: October 2008

This statement establishes requirements
and provides guidance that applies when a
practitioner is engaged to perform an
examination of the design and operating
effectiveness of an entity's internal control
over financial reporting (examination of
internal control) that is integrated with an
audit of financial statements (integrated
audit). This SSAE is effective for
integrated audits for periods ending on or
after December 15, 2008. Earlier
implementation is permitted.

Interpretation No. 1, "Use of
Electronic Confirmations," of
AU section 330, The
Confirmation Process (AICPA,
Professional Standards, vol.
1, AU sec. 9330 par. .01–.08)
Issue Date: April 2007
Revised Date: November 2008
(Interpretive publication)

This interpretation of AU section 330
addresses the use of electronic
confirmations.

Interpretation No. 7,
"Reporting on the Design of
Internal Control," of AT
section 101, Attest
Engagements (AICPA,
Professional Standards, vol.
1, AT sec. 9101 par. .59–.69)
Issue Date: December 2008
(Interpretive publication)

This interpretation of AT section 101
addresses how a practitioner may report on
the suitability of the design of an entity's
internal control over financial reporting for
preventing or detecting and correcting
material misstatements of the entity's
financial statements on a timely basis.

Technical Questions and
Answers (TIS) section
1900.01, "Condensed Interim
Financial Reporting by
Nonissuers" (AICPA,
Technical Practice Aids)
Issue Date: January 2009
(Nonauthoritative)

This question and answer indicates that
when preparing condensed interim
financial statements, nonissuers may
analogize to the guidance in Article 10 of
SEC Regulation S-X regarding form and
content because Accounting Principles
Board (APB) Opinion No. 28, Interim
Financial Reporting, does not provide a
reporting framework. APB Opinion No. 28
is codified primarily at Financial
Accounting Standards Board Accounting
Standards Codification (FASB ASC) 270,
Interim Reporting.

ARA-SLG .189

P1: G.Shankar
ACPA097-01

ACPA097.cls

June 29, 2009

22:20

43

State and Local Governmental Developments—2009

Recent Auditing and Attestation Pronouncements
and Related Guidance—continued
TIS section 9150.25,
"Determining Whether
Financial Statements Have
Been Prepared by the
Accountant" (AICPA,
Technical Practice Aids)
Issue Date: December 2008
(Nonauthoritative)

This question and answer discusses what
an accountant should consider in
determining whether he or she has
prepared the financial statements of a
nonissuer.

TIS section 1100.15,
"Liquidity Restrictions"
(AICPA, Technical Practice
Aids)
Issue Date: October 2008
(Nonauthoritative)

This question and answer discusses
auditing and accounting issues related to
withdrawal restrictions placed on
short-term investments by a money market
fund or its trustee.

TIS sections 8200.05–.16
(AICPA, Technical Practice
Aids)
Issue Date: April and May
2008
(Nonauthoritative)

These questions and answers in TIS
section 8200, Internal Control, were
developed in response to common questions
received from members regarding the
implementation of SAS Nos. 104–111.
Some of the topics include the following:

•
•
•
•
•

•
•

Consideration of internal controls that
are less formal or not documented by the
client
Whether the auditor may suggest improvements to a client's internal control.
Assessing inherent risk in relation to the
consideration of control risk
Frequency of walkthroughs that are used
as the basis for the auditor's understanding of internal control
Considerations in obtaining an understanding of, evaluating, and documenting controls that the auditor believes are
nonexistent or ineffective
Assessing control risk at the maximum
level
Considerations for developing a substantive audit strategy
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Recent Accounting Pronouncements and Related Guidance
.190 The following table presents a list of recently issued accounting pronouncements and related guidance.

Recent Accounting Pronouncements and Related Guidance
Governmental
Accounting Standards
Board (GASB)
Statement No. 56
(March 2009)

Codification of Accounting and Financial
Reporting Guidance Contained in the AICPA
Statements on Auditing Standards

GASB Statement No. 55
(March 2009)

The Hierarchy of Generally Accepted Accounting
Principles for State and Local Governments

GASB Statement No. 54
(February 2009)

Fund Balance Reporting and Governmental
Fund Type Definitions

GASB Statement No. 53
(December 2007)

Accounting and Financial Reporting for
Derivative Instruments

GASB Concepts
Statement No. 5
(November 2008)

Service Efforts and Accomplishments
Reporting—an amendment of GASB Concepts
Statement No. 2

GASB Technical Bulletin
2008-1
(December 2008)

Determining the Annual Required Contribution
Adjustment for Postemployment Benefits

Recent AICPA Independence and Ethics
Pronouncements
.191 Audit Risk Alert Independence and Ethics Developments—2008
(product no. 022479kk) contains a complete update on new independence and
ethics pronouncements. This alert will heighten your awareness of independence and ethics matters likely to affect your practice. Obtain this alert by
calling the AICPA at (888) 777-7077 or visiting www.cpa2biz.com.

On the Horizon
.192 Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements. The following
sections present brief information about ongoing projects that have particular
significance to state and local governments or that may result in significant
changes. Remember that exposure drafts are nonauthoritative and cannot be
used as a basis for changing existing standards.
.193 The following table lists the various standard setting bodies' Web sites
through which information may be obtained on outstanding projects, including
downloading exposure drafts. Many more accounting and auditing projects exist in addition to those discussed here. Readers should refer to information
provided by the various standard setting bodies for further information.
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Standard Setting Body

Web Site

AICPA Auditing Standards
Board

www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Audit+and+
Attest+Standards/Auditing+Standards+
Board/

Financial Accounting Standards
Board

www.fasb.org

Governmental Accounting
Standards Board

www.gasb.org

Professional Ethics Executive
Committee

www.aicpa.org/Professional+Resources/
Professional+Ethics+ Code+of+
Professional+Conduct/Professional+
Ethics/

Public Company Accounting
Oversight Board

www.pcaob.org

Securities and Exchange
Commission

www.sec.gov

Auditing and Attestation Pipeline—Nonissuers
Auditing Standards Board Clarity Project
.194 In response to growing concerns about the complexity of standards,
the ASB has commenced a large-scale clarity project to revise all existing
auditing standards so they are easier to read and understand. Over the next
two or three years, the ASB will be redrafting all of the existing auditing sections contained in the Codification of Statements on Auditing Standards (AU
sections of the AICPA's Professional Standards) to apply the clarity drafting
conventions and converge with the International Standards on Auditing issued
by the International Auditing and Assurance Standards Board (IAASB). The
ASB proposes that, except to address current issues, all redrafted standards
will become effective at the same time. Only those standards needing to address
current issues would have earlier effective dates. The ASB believes that a single
effective date will ease the transition to, and implementation of, the redrafted
standards. The effective date will be long enough after all redrafted statements
are finalized to allow sufficient time for training and updating of firm audit
methodologies. Currently, the date is expected to be for audits of financial
statements for periods beginning no earlier than December 15, 2010. This date
depends on satisfactory progress being made and will be amended, should that
prove necessary. See the explanatory memorandum, "Clarification and Convergence," and the discussion paper, Improving the Clarity of ASB Standards at
www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Audit+and+
Attest+Standards/Improving+the+Clarity+of+ASB+Standards/default.htm.

Compliance Auditing
.195 In January 2009 the ASB issued a proposed SAS, Compliance Auditing. The proposed SAS would supersede SAS No. 74, Compliance Auditing Considerations in Audits of Governmental Entities and Recipients of
Governmental Financial Assistance (AICPA, Professional Standards, vol. 1,
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AU sec. 801). The proposed SAS was issued as the direct result of the AICPA's
Compliance Auditing Task Force, which was formed as a result of the President's Council on Integrity and Efficiency (PCIE) report, Report on National
Single Audit Sampling Project.
.196 The proposed SAS clarifies its applicability to, and provides more
detailed guidance for, compliance audits. As a result, it is expected that the
application of the proposed SAS may change the way an auditor performs a
compliance audit. However, how significantly the proposed SAS will affect a
firm's compliance audits will depend on how closely the firm has been following
the audit guidance in this guide and adapting existing AICPA SASs to compliance audits.
.197 A summary of the potential effects of the proposed SAS on compliance
audits are as follows:

•

The proposed SAS presents a more detailed description of auditor
requirements than SAS No. 74, which should result in a better
understanding of the compliance audit requirements.

•

The applicability section of the standard includes compliance audits beyond those performed under OMB Circular A-133 Audits of
States, Local Governments, and Non-Profits, such as audits performed under certain federal agency audit guides (for example,
HUD guide audits).

•

The proposed SAS includes in its requirements certain compliance
auditing considerations that had previously only been discussed
in this audit guide. The inclusion of this material in the standard
will result in the guidance being applied to all compliance audits
covered by the proposed SAS.

•

The proposed SAS clarifies the applicability of other AU sections
to compliance audits, which may result in practice changes depending on how a firm previously interpreted the applicability of
other auditing standards to a compliance audit.

.198 The proposed SAS would apply when an auditor is engaged to perform
a compliance audit in accordance with all of the following:

•
•
•

Generally accepted auditing standards (GAAS)
The standards for financial audits under Government Auditing
Standards
A governmental audit requirement (defined as a governmental
requirement established by law, regulation, rule, or provision of
contracts or grant agreements requiring that an entity undergo an
audit of its compliance with applicable compliance requirements
related to one or more government programs that the entity administers)

.199 As mentioned previously, the proposed SAS encompasses compliance
audits beyond those performed under Circular A-133; therefore, more compliance audits will be subject to the requirements of the proposed SAS. The proposed SAS does not apply to the financial statement audit component related
to a compliance audit.
.200 Readers may obtain a copy of the proposed SAS and track its
current status through the Audit and Attest section of the AICPA's Web site at
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www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Audit+and+
Attest+Standards/.

Exposure Draft to Revise Standards for Compilation
and Review Engagements
.201 The Accounting and Review Services Committee (ARSC) issued an
exposure draft that would revise the standards for compilation and review engagements. The changes would affect the interplay between the standards and
independence rules, permitting an accountant to issue a review report on financial statements when the accountant's independence is impaired by performing
nonattest services that were designed to improve the reliability of the client's
financial information.
.202 The draft includes a trio of proposed standards: Framework and Objectives for Performing and Reporting on Compilation and Review Engagements;
Compilation of Financial Statements; and Review of Financial Statements. In
drafting the proposed standards, the ARSC considered recommendations from
the Private Company Practice Section (PCPS) Reliability Task Force. The ARSC
and PCPS believe the proposed standards will address many concerns of smaller
business owners, users of small business financial statements, and CPAs that
serve smaller entities.
.203 The PCPS task force recommended that the ARSC consider revising
its standards for situations in which an accountant's independence is impaired
in connection with the performance of a nonattest service relating to the design
or operation of an aspect of internal control over financial reporting. These
nonattest services help management prepare higher quality or more reliable
financial statements.
.204 The proposed standards would also harmonize the AICPA's review
standard with the IAASB's review standard, International Standard on Review
Engagements (ISRE) No. 2400, Engagements to Review Financial Statements.
.205 Significant proposed changes to the Statements on Standards for
Accounting and Review Services (SSARSs) include the following:

•

The introduction of new terms such as moderate assurance, review
evidence, and review risk to the review literature to harmonize
with international review standards.

•
•

A discussion of materiality in the context of a review engagement.

•

The establishment of enhanced documentation requirements for
compilation and review engagements.

•

Guidance for practitioners who are engaged to perform a compilation or review engagement when they have also been engaged
to perform nonattest services. The guidance includes reporting requirements for instances in which the accountant's independence
is impaired due to the performance of these services.

•

The ability for an accountant to include a general description in
the accountant's compilation report regarding the reason(s) for an
independence impairment.

A requirement that an accountant establish an understanding
with management regarding the services to be performed through
a written communication, that is, an engagement letter.
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.206 The comment deadline is July 31, 2009. The proposed effective date
is for compilations and reviews of financial statements for periods beginning
on or after December 15, 2010. Early application would be permitted. For further information on this project, visit www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Audit+and+Attest+Standards/ARSC+Reliability+
Project.htm.

Accounting Pipeline
Current GASB Projects
.207 GASB currently has a variety of projects in process. Some of these
projects are as follows:

•

Chapter 9 of the United States Bankruptcy Code project, which
will provide accounting and financial reporting guidance for governments that have been granted protection from creditors under Chapter 9 of the United States Bankruptcy Code. The project
includes an analysis of the financial reporting consequences for
governments that have been granted protection under Chapter 9.
"Protection" may include modifications to the terms and conditions
of certain of the government's debt issuances and relief from burdensome provisions of certain executory contracts and unexpired
lease commitments.

•

Codification of Pre-November 30, 1989, FASB pronouncements, to
specifically identify provisions in FASB Statements and Interpretations, Accounting Principles Board Opinions, and Accounting
Research Bulletins of the AICPA Committee on Accounting Procedure, issued on or before November 30, 1989 (collectively, the
FASB pronouncements) as referenced in paragraph 17 of GASB
Statement No. 34, that do not conflict with or contradict GASB
pronouncements.

•

Conceptual Framework—Recognition and Measurement Attributes, which has two primary objectives:

•

ARA-SLG .206

—

The first objective is to develop recognition criteria for
whether information should be reported in state and local
governmental financial statements and when that information should be reported.

—

The second objective is to consider the measurement attribute or measurement attributes (for example, historical cost or fair value) that, conceptually, should be used
in governmental financial statements. This project ultimately will lead to a Concepts Statement.

Postemployment Benefit Accounting and Financial Reporting, to
consider the possibility of improvements to the existing standards of accounting and financial reporting for postemployment
benefits—including pension benefits and OPEB—by state and local governmental employers and by the trustees, administrators,
or sponsors of pension or OPEB plans. One objective of this project
is to improve accountability, or the transparency of financial reporting, in regard to the financial effects of employers' commitments and actions related to pension benefits and OPEB. This
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objective would include improving the information provided to
help financial report users assess the degree to which interperiod
equity has been achieved. The other objective of this project is to
improve the usefulness of information for decisions or judgments
of relevance to the various users of the general purpose external financial reports of governmental employers and pension or
OPEB plans. This project currently has an outstanding Invitation
to Comment at www.gasb.org.

•

Certain Implementation Issues Related to OPEB, to consider
whether to modify certain requirements related to the measurement of actuarial liabilities for OPEB by agent employers. The issues relate primarily to the interface between the accounting and
financial reporting requirements of GASB Statement Nos. 43 and
45 in regard to agent multiple-employer OPEB plans and specifically include consideration of (1) the timing and frequency of the
measurement of actuarial liabilities for OPEB by agent employers
and (2) the guidelines regarding use of the alternative measurement method by agent employers with small individual OPEB
plans.

•

Financial Instruments Omnibus, to consider potential revisions
to existing standards regarding financial reporting and disclosure
requirements that could address significant issues that have been
identified in practice since the issuance of GASB Statement No. 31.
This project includes five project elements—external investment
pools, custodial credit risk of deposits that participate in deposit
placement services, unallocated insurance contracts, interest rate
risk disclosures for mutual funds, and reporting realized gains and
losses. In addition, the existing portions of GASB Statement No. 53
relating to swap terminations, revenue-based contract exclusions,
and investor's initial rate of return will be addressed.

.208 Readers should be alert for the issuance of due process documents.
More information about these and other GASB projects can be found at
www.gasb.org/project_pages/index.html.

Comprehensive Implementation Guide Update
.209 Annually, GASB publishes the annual update to its Comprehensive
Implementation Guide. The Comprehensive Implementation Guide consolidates
and updates previously issued guides for individual standards and provides
current guidance on standards for which no standalone guides have been published.

Help Desk—The Comprehensive Implementation Guide can be ordered through GASB's order department at (800) 748-0659 or via its
Web site at www.gasb.org.

Resource Central
.210 The following are various resources that practitioners engaged in the
state and local government environment may find beneficial.
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Publications
.211 Practitioners may find the following publications useful. Choose the
format best for you—online, print, or CD-ROM.

•

Audit and Accounting Guide State and Local Governments (2009)
(product no. 012669kk [paperback], WGG-XXkk [online with the
associated Audit Risk Alert], or DGG-XXkk [CD-ROM])

•

Audit and Accounting Guide Health Care Entities (2009) (product
no. 012619kk [paperback], WHC-XXkk [online with the associated
Audit Risk Alert], or DHC-XXkk [CD-ROM])

•

Audit and Accounting Guide Government Auditing Standards and
Circular A-133 Audits (2008) (product no. 012748kk [paperback],
WRF-XXkk [online with the associated Audit Risk Alert], or DRFXXkk [CD-ROM])

•
•

Audit Guide Analytical Procedures (2008) (product no. 012558kk
[paperback], WAN-XXkk [online], or DAN-XXkk [CD-ROM])

•

Audit Guide Auditing Revenue in Certain Industries (2009) (product no. 012519kk [paperback], WAR-XXkk [online], or DAR-XXkk
[CD-ROM])

•
•

Audit Guide Audit Sampling (2008) (product no. 012538kk [paperback], WAS-XXkk [online], or DAS-XXkk [CD-ROM])

•

Audit Risk Alert Health Care Industry Developments—2008 (product no. 022349kk [paperback], WHC-XXkk [online with the associated Audit and Accounting Guide], or DHC-XXkk [CD-ROM])

•

Audit Risk Alert Government Audit Standards and Circular A133 Audits—2008 (product no. 022458kk [paperback], WRF-XXkk
[online with the associated Audit and Accounting Guide], or DRFXXkk [CD-ROM])

•

Audit Risk Alert Current Economic Crisis: Accounting and Auditing Considerations—2009 (product no. 0223308kk [paperback],
WGE-XXkk [online], or DGE-XXkk [CD-ROM])

•

Audit Risk Alert Independence and Ethics Developments—2008
(product no. 022479kk [paperback], WIA-XXkk [online], or DIAXXkk [CD-ROM])

•

Audit Risk Alert Communicating Internal Control Related Matters
in an Audit—Understanding SAS No. 115 (product no. 022539kk
[paperback], WIA-XXkk [online], or DIA-XXkk [CD-ROM])

•

Checklists and Illustrative Financial Statements State and Local
Governments (product no. 0090309kk [paperback] or WSG-CLkk
[online])

•

Audit and Accounting Manual (2009) (product no. 005138kk [paperback], WAM-XXkk [online], or AAM-XXkk [loose leaf])

ARA-SLG .211

Audit Guide Assessing and Responding to Audit Risk in a Financial Statement Audit (2006) (product no. 012456kk [paperback] or
WRA-XXkk [online])

Audit Guide Service Organizations: Applying SAS No. 70, as
Amended (2009) (product no. 012779kk [paperback], WSV-XXkk
[online], or DSV-XXkk [CD-ROM])
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•
•
•

Guide to Fraud in Governmental and Not-for-Profit Environments,
Revised Edition (product no. 091032kk [paperback])
Audit and Accounting Practice Aid Independence Compliance:
Checklists and Tools for Complying With AICPA and GAO Independence Requirements (product no. 006661kk [paperback])
Audit and Accounting Practice Aid Applying OCBOA in State and
Local Government Financial Statements (product no. 006614kk
[paperback])

AICPA reSOURCE: Accounting and Auditing Literature
.212 The AICPA has created your core accounting and auditing library
online. AICPA reSOURCE is now customizable to suit your preferences or your
firm's needs. Or, you can sign up for access to the entire library. Get access—
anytime, anywhere—to the AICPA's latest Professional Standards, Technical
Practice Aids, Audit and Accounting Guides, Audit Risk Alerts, Accounting
Trends & Techniques, and more. To subscribe to this essential online service for
accounting professionals, visit www.cpa2biz.com.

AICPA Audit Committee Toolkit for Government Entities
.213 Taxpayers and citizens of governmental entities expect a government
to be publicly accountable for the services it provides and for how it utilizes its
resources to provide those services. An audit committee has the opportunity
to assist the governing body with fiscal accountability demonstrated through
strong internal controls, budgetary and other legal compliance, accurate and
timely financial reporting, sound business practices, and a culture of strong
moral and ethical behavior. More specifically, an audit committee with a government organization can help the government achieve the following:

•
•

•

Improve financial practices and reporting. An audit committee can
periodically meet with the government's chief executive and financial officers to review, monitor, and direct activities and results
related to the government's maintenance of internal controls and
preparation of financial reports.
Enhance the internal audit function. When an internal audit team
reports directly to the audit committee, the internal audit team
can provide information to the audit committee about whether the
government is meeting its financial and compliance responsibilities and recommend changes in practices and internal controls
when necessary.
Enhance the external audit function. An audit committee can meet
with the external auditors to get independent observations about
management's efforts to maintain strong internal controls, appropriate financial reporting, and sound business practices.

.214 For governments interested in establishing or enhancing an audit
committee, the AICPA Audit Committee Toolkit: Government Organizations
(toolkit) provides valuable information and tools that will help a governing body
and its officials create an effective audit committee function to help improve
fiscal accountability.
.215 These tools inform and educate audit committees about changes in
government reporting standards and the government environment as a whole.
For governments that already have an audit committee, the toolkit may improve
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the efficiency and effectiveness of the audit committee. In either situation, the
toolkit's easy-to-use set of checklists, questionnaires, and other useful information can make the audit committee's job easier to accomplish. The goal of
the toolkit is to assist government audit committees in taking a much greater
role in providing information to and assisting the governing body with meeting their fiduciary responsibilities. The audit committee tools are available for
download from Audit Committee Effectiveness Center of the AICPA Web site
at www.aicpa.org/Audcommctr/toolkitsgovt/homepage.htm.

Continuing Professional Education
.216 The AICPA offers a number of continuing professional education
(CPE) courses that are valuable to CPAs including the following:

•

AICPA's Annual Accounting and Auditing Update Workshop (2009–
2010 Edition) (product no. 736185kk [text] or 187193kk [DVD]).
Whether you are in industry or public practice, this course keeps
you current and informed and shows you how to apply the most
recent standards.

•

Internal Control Deficiencies: Assessment and Reporting Under
SAS Nos. 112 & 115 (product no. 733292kk [text]). This course
focuses on compliance with the standards' requirements by examining each stage of the decision-making framework using numerous illustrations and practice exercises. The course also applies to managers of nonpublic companies to enable them to decide
whether a control deficiency exists and how to correct it.

.217 Among the many courses, the following are specifically related to the
state and local governments:

•

State & Local Government Strategic Briefing—2008/2009 (product no. 780125kk [online]). This course, based on a webcast, provides participants with a strategic look at what's important in
the governmental accounting and auditing area. The program
addresses recently issued GASB pronouncements affecting both
preparers and auditors and features highlights of recently issued
GAAS and the latest updates to the AICPA Audit and Accounting
Guide State and Local Governments.

•

Foundations in Governmental Accounting (product no. 731645kk
[text]). This course features the fundamental tenets of governmental accounting and reporting in the post-GASB Statement No. 34
environment. Learn more than the buzz words—learn the underlying concepts and how they are applied.

•

Governmental Accounting and Auditing Update (2008/2009 Edition) (product no. 736478kk [text] or 186484kk [DVD]). This
timely, up-to-the-minute course is designed to provide you with
a comprehensive understanding of new developments, so you can
provide better services to both clients and the public. For 2008–
2009, the course includes coverage of the new Yellow Book, the
risk assessment SASs, SAS No. 112, and more.

•

Government Accounting and Reporting: Putting It All Together
(product no. 732803kk). This course goes deep into the accounting
and reporting issues for state and local governments. Learn how to
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•
•

navigate the complexities of government accounting and reporting
in the post-GASB Statement No. 34 environment.
Audits of HUD-Assisted Projects (product no. 730299kk). Gain indepth, hands-on information regarding the HUD organization,
programs, policies, and procedures. Review the professional standards affecting specific federal programs.
Frequent Frauds Found in Governments and Not-For-Profits (product no. 733311kk [text]). Through an informative case study approach, this course illustrates common frauds that make headlines
and damage the reputations of government and not-for-profits.

.218 Visit www.cpa2biz.com for a complete list of CPE courses.

Online CPE
.219 AICPA CPExpress, offered exclusively through CPA2Biz, is the
AICPA's flagship online learning product. AICPA members pay $180 for a new
subscription and $149 for the annual renewal. Nonmembers pay $435 for a new
subscription and $375 for the annual renewal. Divided into 1-credit and 2-credit
courses that are available 24 hours a day, 7 days a week, AICPA CPExpress
offers hundreds of hours of learning in a wide variety of topics. Some courses
on state and local government topics include the following:

•
•
•
•
•

Government Accounting and Reporting: Preparing the GovernmentWide Financial Statements
Fraud in Exempt Organizations: The Governmental and Not-forProfit Environments
Yellow Book: Ethical Principles and General Standards
2008 Annual Update: Government & NPO: GASB Activities
Governmental and NPO Workpaper Techniques: Overall Approach

.220 To register or learn more, visit www.cpa2biz.com.

Webcasts
.221 Stay plugged in to what is happening and earn CPE credit right from
your desktop. AICPA webcasts are high quality, two-hour CPE programs that
bring you the latest topics from the profession's leading experts. Broadcast live,
they allow you to interact with the presenters and join in the discussion. If you
cannot make the live event, each webcast is archived and available on CD-ROM
or online.

Member Service Center
.222 To order AICPA products, receive information about AICPA activities, and get help with your membership questions, call the AICPA Service
Operations Center at (888) 777-7077.

Hotlines
Accounting and Auditing Technical Hotline
.223 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the AICPA's
Accounting and Auditing Technical Hotline. AICPA staff will research your
question and call you back with the answer. The hotline is available from 9 a.m.
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to 8 p.m. EST on weekdays. You can reach the Technical Hotline at (877)
242-7212 or online at www.aicpa.org/Professional+Resources/Accounting+and+
Auditing/Accounting+and+ Auditing+Technical+Help/.

Ethics Hotline
.224 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at (888) 777-7077 or by e-mail at ethics@aicpa.org.

Industry Conferences
.225 Governmental Accounting and Auditing Update Conference (GAAC)
EAST is held in late summer in Washington, D.C., and its counterpart Governmental Accounting and Auditing Update Conference (GAAC) WEST takes
place in Denver, Colorado in early fall. These conferences are designed for CPAs
working in federal, state, and local government; public practitioners with government auditees; and regulators who need to be aware of emerging developments. These CPAs should attend this conference to remain current on the
issues. Attending one of these conferences is a great way to receive timely
guidance along with practical advice on how to handle new legislation and
standards from key government officials and representatives of the accounting
profession—including the standard setters themselves.
.226 AICPA National Governmental and Not-for-Profit Training is scheduled to be held in October in Atlanta, Georgia. Obtain the most up-to-date coverage on current and emerging issues and topics. Standard setters and industry
leaders discuss a broad range of topics, including developments in governmental accounting and auditing, advances in financial statement reporting and the
latest in proposed regulations, future issues affecting nonprofit organizations,
and laws on the local, state, and federal government levels.
.227 AICPA National Health Care Industry Conference is scheduled to be
held in September in Scottsdale, Arizona. This conference is an unparalleled
opportunity to gain the information and techniques you need to know to stay
on top of trends to benefit your practice and your client offerings. With access
to some of the nation's top health care specialists, you'll get up-to-the-minute
information on the latest developments in health care issues.
.228 For further information about the conferences, call (888) 777-7077
or visit www.cpa2biz.com.

AICPA GAQC
.229 The GAQC is a firm-based, voluntary membership center designed
to improve the quality of governmental audits, and the value of such audits, to
purchasers of governmental audit services. Governmental audits are audits and
attestation engagements performed under Government Auditing Standards of
federal, state, or local governments; not-for-profit organizations; and certain
for-profit organizations, such as housing projects and colleges and universities
that participate in governmental programs or receive governmental financial
assistance. The GAQC keeps member firms informed about the latest developments, as well as provides tools and information to help them better manage
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their audit practice. Firms that join demonstrate their commitment to audit
quality by agreeing to adhere to certain membership requirements.
.230 The GAQC has been in existence since September 2004. Since its
launch, center membership has grown to almost 1200 firms from 50 states, the
District of Columbia, Puerto Rico, and the U.S. Virgin Islands. The membership
accounts for approximately 83 percent of the total federal expenditures covered
in single audits performed by CPA firms in the Federal Audit Clearinghouse
database (http://harvester.census.gov/sac/) for the year 2006 (the latest year
with complete submission data).
.231 The center's focus is to promote the highest quality audits and to save
firms time by providing a centralized place to find information that they need,
when they need it, to maximize quality and practice success. Center resources
include the following:

•
•

E-mail alerts with the latest audit and regulatory developments,
including information on the ARRA and its impact on your audits

•

Dedicated GAQC Web site at www.aicpa.org/GAQC with resources, community, events, and products, and a complete listing
of GAQC member firms in each state

•
•

Online member discussion forums for sharing best practices and
discussing issues firms are facing

Exclusive webcasts and teleconferences on compliance auditing
and timely topics relevant to governmental and not-for-profit financial statement audits (optional CPE is available for a small
fee, and events are archived online.)

Savings on professional liability insurance

Help Desk—With all of the quality issues being noted in governmental audits (see further discussion in the "Legislative and Regulatory
Developments" and "Audit and Attestation Issues and Developments"
sections), your firm should consider joining the center. To enroll or
learn more about the GAQC, including details on the membership requirements and fees for membership, go to www.aicpa.org/GAQC or
e-mail GAQC staff at GAQC@aicpa.org. To preview member benefits,
go to http://gaqc.aicpa.org/Memberships/.

AICPA Industry Expert Panel—State and Local Governments
.232 The State and Local Government Expert Panel is an AICPA volunteer group whose purpose it is to identify state and local government financial
reporting and auditing issues and to work with appropriate bodies for resolutions benefiting the public interest; to conduct liaison activities with GASB
regulators, such as the GAO and OMB, and applicable industry associations;
and to advise and assist in the development of AICPA products and services related to state and local government audits. For information about the activities
of the State and Local Government Expert Panel, visit the AICPA Web site at
www.aicpa.org/Professional+Resources/Accounting+and+Auditing/Accounting+
Standards/expertpanel_government.htm.

ARA-SLG .232

P1: G.Shankar
ACPA097-01

ACPA097.cls

June 29, 2009

22:20

56

Audit Risk Alert

Industry Web Sites
.233 The Internet covers a vast amount of information that may be valuable to auditors of state and local governments, including current industry
trends and developments. Some of the more relevant sites for auditors with
governmental clients include those shown in the following table:

Organization

Web Site

Association of Governmental
Accountants (AGA)

www.agacgfm.org

Catalog of Federal Domestic
Assistance (CFDA)

www.cfda.gov

Federal Audit Clearinghouse (FAC)

http://harvester.census.gov/sac

U.S. Government Accountability Office
(GAO)

www.gao.gov

Government Auditing Standards
(Yellow Book)

www.gao.gov/govaud/ybk01.htm

Governmental Accounting Standards
Board (GASB)

www.gasb.org

Financial Accounting Standards
Board (FASB)

www.fasb.org

Securities and Exchange Commission
Information for Municipal Markets

www.sec.gov/info/municipal.shtml

Government Finance Officers
Association (GFOA)

www.gfoa.org

National Association of Local
Government Auditors (NALGA)

www.governmentauditors.org

National Association of State
Auditors, Comptrollers, and
Treasurers (NASACT)

www.nasact.org

Offices of Inspectors General (OIG)

www.ignet.gov

Office of Management and Budget
(OMB)

www.whitehouse.gov/OMB

.234 The state and local government practices of some of the larger CPA
firms also may contain industry-specific auditing and accounting information
that is helpful to auditors.
****
.235 This Audit Risk Alert replaces State and Local Governmental
Developments—2008.
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.236 The Audit Risk Alert State and Local Governmental Developments is
published annually. As you encounter audit or industry issues that you believe
warrant discussion in next year's Audit Risk Alert, please feel free to share
them with us. Any other comments that you have about the Audit Risk Alert
also would be appreciated. You may e-mail these comments to ccole@aicpa.org
or write to
Christopher Cole
AICPA
220 Leigh Farm Road
Durham, NC 27707-8110
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.237

Appendix—Additional Web Resources
Here are some useful Web sites that may provide valuable information to accountants.
Web Site Name
AICPA

Content
Summaries of recent
auditing and other
professional standards, as
well as other AICPA
activities

Web Site
www.aicpa.org
www.cpa2biz.com
www.ifrs.com

AICPA Accounting
Standards Executive
Committee

Summaries of recently
issued guides, technical
questions and answers,
and practice bulletins
containing financial,
accounting, and reporting
recommendations, among
other things

www.aicpa.org/Professional+
Resources/Accounting+and+
Auditing/Accounting+Standards

AICPA Accounting
and Review Services
Committee

Summaries of review and
compilation standards and
interpretations

www.aicpa.org/Professional+
Resources/Accounting+and+
Auditing/Audit+and+Attest+
Standards/Accounting+and+
Review+Services+Committee

AICPA Professional
Issues Task Force

Summaries of practice
issues that appear to
present concerns for
practitioners and
disseminate information or
guidance, as appropriate,
in the form of practice
alerts

www.aicpa.org/Professional+
Resources/Accounting+and+
Auditing/Audit+and+Attest+
Standards/Professional+Issues+
Task+Force

Economy.com

Source for analyses, data,
forecasts, and information
on the U.S. and world
economies

www.economy.com

The Federal Reserve
Board

Source of key interest
rates

www.federalreserve.gov

Financial Accounting
Standards Board
(FASB)

Summaries of recent
accounting
pronouncements and other
FASB activities

www.fasb.org

USA.gov

Portal through which all
government agencies can
be accessed

www.usa.gov

Government
Accountability Office

Policy and guidance
materials and reports on
federal agency major rules

www.gao.gov

(continued)
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Web Site Name

Content

Web Site

Governmental
Accounting
Standards Board
(GASB)

Summaries of recent
accounting
pronouncements and other
GASB activities

www.gasb.org

International
Accounting
Standards Board

Summaries of
International Financial
Reporting Standards and
International Accounting
Standards

www.iasb.org

International
Auditing and
Assurance Standards
Board

Summaries of
International Standards
on Auditing

www.iaasb.org

International
Federation of
Accountants

Information on standards
setting activities in the
international arena

www.ifac.org

Private Company
Financial Reporting
Committee

Information on the
initiative to further
improve FASB's standard
setting process to consider
needs of private companies
and their constituents of
financial reporting

www.pcfr.org

Public Company
Accounting Oversight
Board (PCAOB)

Information on accounting
and auditing activities of
the PCAOB and other
matters

www.pcaob.org

Securities and
Exchange
Commission (SEC)

Information on current
SEC rulemaking and the
Electronic Data Gathering,
Analysis, and Retrieval
database

www.sec.gov
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